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; Pennichuck. Corporohon I Pennichuck” of *fhe Company’] is a.holding company with five wholly-
* owned operating subsidiaries. Pennichuck Water Works, inc. {*Pennichuck Water"}, Pennichuck East
Utility, Inc. {*Pennichuck East’), and Pittsfield Agueduct Company, inc. (“Pitisfield”), are regulo fed
] - water utiliies. Pennichuck Watei Service Corporation [“Service Corporation”] provides water system
- monogement servicesfor towns, businesses, and residential communities. The Southwood Corporation
("Southwoad"} is @ developer of commercial and re5|denho| real estate with land ‘and commerool
properhes in Noshuo ond N\emmock NH.

~§hareholderiln.formati'bn\\' o - B

A copy of the Compenys Form 10K as filed with the Secur ties and Exchange Commission is
available on the Internet at www.Pennichuck.com or by request from the Company. For a copy of
° the Form 10-K or other investor information, contact: “Investor Relations, Pennnchuck Corporation, 25

Manchester Stieet, PO Box 1947, N\ernmock ‘NH 030541947 ~ ©

Stock Transfer Agent and Registrar: American Stock Transfer & Trust Company, Shareholder Relations,
59 N\olden lang, Plozo level, New York, NY 10038, 800:937-5449, www.amstock.com. -

Penmchuck Corporo ion’s Annual Shareholders’ Meeting-wil be held May 3, 2007 at 9:00 am,
- at ihe Noshuo Marrictt Hotel, 2200 Southwood Drive in Nashug, INH.
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To Our Shareholders’

Much was occc;mplished during 2006, with Pennichuck moving forward foward resolution
of the eminent domain dispute with the City of Nashua, New Hampshire.

" Your Company achieved several noteworthy milestones during the year, Record utility capital
expenditures in excess of $20 million, relating primarily to the upgrade of our water teaiment
plant, resulted in the completion of approximately half the overall project on budget ond ahead of
schedule. Also, necessary and oppropricie pursuit of rate relief culminaied in New Hampshire
Public Utilities Commission ["NHPUC") permanent and temporary awards of annualized
revenue increases fotaling more than $3 million, with ¢ pending request for an additional
$3+ million in annualized rate relief having eniered the final stages of NHPUC review.

Duane C. Mentopeli, President
and Chief Execuiive Officer right)
and John R. Kreick, Ph.D.,
Chairman [teft].
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Financial Results

For 2006, consolidated revenues
were $24.5 million, up from $239
million in 2005. This increase was
atiributable to customer growth

in both our regulated and non-
regulated waler businesses and
rate relief as described herein.
However, the resulting gains were
largely offset by reduced water
usage due principally to 2006
weather patterns. Operating
income in 2006 declined to $3.7

million versus $4.8 million-in 2005, -

as a result of increases in operating
expenses including purchased
water, fuel, labor and chemicals.
Although no assurance can be
given as io the final outcome of
any rate increase filing until final
order by the NHPUC, higher
operating expenses of the types
we have experienced are, in par,
included in our Pennichuck Water
subsidiary’s current role relief filing
and, in part, are expected io be
included in future rate relief filings.

Net income, which was adversely
offected by high eminent domain
defense costs in both 2006 ond
2005, increased to $570,000,

- or $.14 per share, in 2006, as

compared to $477000, or $.13
per share, in 2005. Significantly
higher allowance for funds used
dwring construction {"AFUDC"} in
2006 more than offset yearover -
year increases in interest costs,

with both factors being offributable -
to our significant utility capital
expenditure program. Other
income was also higher in 20006,
resulting from the sale of a cell
tower lease and the receipt of an
insurance settlement payment,

When considering dividend policy,
we recognize the imporiance of
maintaining & longterm view of
our business and future prospects.
We are pleased fo report the
Compeny declored dividends
oggregoting $0.66 per share in
2006, which is consistent with the
dividend rate first estoblished in Q2
2005, and that this poyou rate
was maintained for the Q1 2007
dividend paid on March 1, 2007.

Financing Activities

As we reported lost year, successtul
equity and debt offerings enabled
Pennichuck 1o enter 2006 in @
highly liquid position with cash and
shortterm investments in excess of
$18 million. These proceeds, were
deployed throughout 2006 in
support of our capital investment
program. We raised additionol funds
in 2006 through new offerings of
iax-exempt bonds and direct loans
under New Hompshire's revolving
fund loan program. Both sources
provide long-ferm, fixed rale

debt financing of rates currently
below 5%. We also successfully
renegoficted our $16 million bank
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credit facility to achieve greater
financing flexibility and extend the
maturity date 1o June 2009,

Eminent Domain Defense

In 2006, we continued fo incur
significant cos's, tofling approximately
$2.4 million (the same as for 2005),
defending Pennichuck against the
City of Nashua's eminent domain
takeover threat. In January 2006,
we submitted the written testimony
of several Company officers and
ouiside expert advisors asserfing
that such a takeover is not in the

public inferest. In Aprit 2006, we

were extremely gratified to receive
the writien testimony of the NHPUC's
own staff who coroborated this
view. During the remainder of the
year, we spent considerable time
and effort preparing for the NHPUC
merits hearing phase, which would
begin in january 2007,

We have consistently mainiained
that despite our vigorous opposition
fo the takeover, the Company is
willing 1o explore ways io reach
o fair and equitable resolution
with the City. After the first two
days of the merils hearing, on
Jonuary 16, 2007, the Company
and the City jointly announced
120-day postponement in
order to conduct confidential
discussions regarding o possible
comprehensive sefflement of this
five-year dispute. As indicated
publicly at that time, a setlement
could involve the City of Nashua
acquiring some or all of the assets
of Pennichuck or one or more of
its subsidiaries or, alternatively, the
shares of Pennichuck stock. There
can be no assurance, however,
that Pennichuck and the City will
be able to negotiote @ mutually
acceplable setflement. The terms
of our cenfidentiality agreement
with Nashua preclude vs from
commenling further on the status
or substance of these setilement

_Plant Upgrade

discussions, until either o definitive
agreement is enfered into or the
postponement of the eminent
domain proceeding is concluded.

Water Treatment

With startup on January 5, 2007,
Pennichuck Water completed the
second of the three major phases
of its planned $40 million upgrade -
to the waler treaiment plant in
Nashua, New Hampshire, The
main components of the second
phase include ¢ new finished
waler pumping station, a new
6.5 million gallon finished water
siorage tank, a new backwash
nolding tank, and new finished
water chemical feed facilities.
Combined with the upgrades
already completed in phase |,
these improvements have greatly
enhanced the plant’s ability to
meet the increasingly siringent
water quality standards of the -
Federal Safe Drinking Water Act
(ihe "SDWA').

The third phase of the upgrade,
which is scheduled to be
completed over the next two
years, involves the constiuction

of a new water inlet syslem and
improving the plant's clarification,
filration and chemiccl feed
facilities. Upon completion of all
phases, the woler freatment plant
wil be a state-ofthe-art facility
capable of producing high-quality
water under a wide range of
operating conditions. The ultimate
goal is to ensure compliance with
the SDWA water quality standards
for many years o come, and o
continue to supply Pennichuck’s
customers with clean, safe and
relioble drinking water.

Rate Case Activity

OCn February 24, 2000, Ol.Jr
Pennichuck East subsidiary
received a final arder from the




NHPUC approving a 24.26%
overall permanent rate increase,
which resulted.in an estimated
annualized revenue increase of
$762,000 commencing June

16, 2005. In addition, on June
16, 2006, Pennichuck Waier
filed for @ 36.49% rate increase
with the NHPUC 1o increase
annucl revenues by on estimated
$6.1 million. Pennichuck Water
proposed the increase in two
parts: an initial increose of 1591%
and a step increase of 20.58%.
These increases are necessary
‘mainly 1o recover a portion of
the cost of the major upgrades
to the waier treatment plant. On
September 22, 2006, the NHPUC
issued an order approving a
temporary overall rate increase of
14.41% resulting in an esfimated
annualized revenue increase of
$2.4 million, effective for service
rendered on and after July 18,
2006. Setilement conferences
-are scheduled for March 2007,
followed by the permanent

rate hearing in early April. We
anticipate o final order from the
NHPUC in May 2007.

Water System Acquisitions
& Water Service Contracts

During 2006, we completed the
acquisition of the Central Water
and Consolidated Waier systems
that, combined, added over 1000
new customers io our Pitisfield
utility, and sets the stage for further
expansion into the rapidly growing
lakes region of New Hompshire. We
also closed on the acguisition of two
smaller community water systems
within the state. Pennichuck remains

committed to acquiring and rehabilita-

fing additional water systems through-
out New Hampshire as an element
of strategic growth, and to address
slatewide water issues as they arise.

QOur nonregulated contract
operations and maintenance

business continues 1o grow, with
the addition of @ contract to operate
and mainicin the municipal water
system for the town of Wilion, New
Haompshire. We clso participate in
c new contract for the operation
and maintenance of the Hyannis
Water System for the town of
Barnstable, Massachusetts. Other
accomplishments include the
successful renewal of the Salisbury,
Massachusetis, water service
contract, and an innovative
modification to the Hudson, New
Hampshire, service contract that
calls for the future installation of
radio melerreading equipment on
customer meters. Upon completion
of installation, we expect to reclize
substantially reduced ongoing
meter reading costs.

Looking Ahead

We enter 2007 with great
optimism and o well-defined

plan io increase revenues, control
costs, and generate subsicnticl
improvement in core eamings. Ve
also anticipote a final resolution of
our long-stonding eminent domain
dispute with the City of Nashuc,
either through o comprehensive
sefflement or the completion of the
proceeding before the NHPUC.

Thank you for your continued
support. We look forward to keeping
you informed of our progress.

Sincerely,

Duane C. Montopoi
President and
Chief Executive Cfficer

March 16, 2007
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* This latier may contoin forwardhooking siatements within the meaning of the Private Securies

litigation Reform Act of 1995, Certain factors that may affect forwardiocking siotements are
discussed in Part i, fiem 7, ForwordHooking Siotements, of the attached Form 10K,




* Five-Year Summary
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1) Inchudes a onertime special dividend of $0.02475 per share.

~ 2006 2003 1003 2002
. Consolidated Revenves - $ 24,481 $ 23,864 $ 22,892 $ 20971 § 22040
fin QO0's of dollars} H ’ k }
Net tricome § 570 - $C 477§ 1820 0§ 127§ 2341
{in 000's of dollars} - :
Earnings Per Share- Basic §  0.14 $, 013 $ 057 $ 039 $ 073
Cash Dividends Dacljareci .
Per Share of 1 ] .
Common Stock S 066 $ 066 $ 065 $ 063 3 06
Total Assets $144,205 -$]33,586 $ 102,127 3 97210 $ 20982
{in 000's of dollors) . ' - ' - .
Long-Term Debt ‘" $ 48,170 " $ 41,456 $ 26,835 $ 27247 $ 27214
{in 000's of dollars} |
Weighted Average f:'h;res
Qutstanding-Basi ]
" {in 000’ j 4,205 3703 3,204 3,192 3,188
i -

Book Value Per Share S 10.59 $ 1232 $ Q4] 3 Q46 $ 954
Capital Expenditures § 21,395  $ 10882 $ . 6013 $ 72177 % 5274
{in 000's of dollars} .
Water Deliverad 13.34 13.68 1396 14,25 15.23

{million gallons per dc:),;il . : T
Mains mies) - 602 568 551 544 © 533
~
Service Connections:
Core & Communi?ies 25,399 24,534 24,042 23,670 23,348
| :
Pittsfield Aqueduct 1,693 637 636 635 640
Pennichuck East L 5,060 4993 4,750 4,597 4,475 -
Meters - i © 31,509 30,140 20487 28985 20015
i
Hydrants i 2,884 2,876 2,822 2,756 2,717
Rainfall (in inches) 58 58 42 49 43
Employees 101 8 88 82 81
| ’
|
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Washington, D.C. 20549
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X ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 '
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New Hampshire ‘ 02-0177370
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(Title of Class)
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(Title of Class)
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Yes OO No &
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of the Exchange Act. Yes 00 No X]

Indicate by check mark whether the registrant {1) has filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the
registrant was required to file such reports), and (2) has been SUbjEC[ to such filing requirements for the past 90
days. Yes ® No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information
statements incorporated by reference in Part [11 of this Form 10-K or any amendment to this Form 10-K. O




Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-
accelerated filer. See definition of “accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act.
{Check one): ‘
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act),
Yes O No X

The aggregate market value of the common stock held by non-affiliates of the registrant, based on the closing
sale price of the Company’s common stock on June 30, 2006, as reported on the Nasdagq National Market was
$82,248,516. For purposes of this calculation, the “affiliates™ of the registrant include its directors and executive
officers. This determination of affiliate status is not necessarily a conclusive determination for any other purpose.

The number of shares of the registrant’s common stock, $1 par value, outstanding as of March 12, 2007 was
4,219,465,

DOCUMENTS INCORPORATED BY REFERENCE

Certain information required for Part 111 of this report is incorporated herein by'r'eferen(:é to the registrant’s
definitive Proxy Statement for its 2007 annual meeting of shareholders, which the registrant intends to file with the
Commission within 120 days afier the end of the registrant’s fiscal year ended December 31, 2006.
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PART I ’

Hem 1. BUSINESS

The terms “‘we,” “our,” “our company,” and "'us” refer, unless the context suggests otherwise, to
Pennichuck Corporation (the “Company”) and its subsidiaries, including Pennichuck Water Works, Inc.
(“Pennichuck Water”), Pennichuck East Utility, Inc. (" Pennichuck East”), Pittsfield Aqueduct Company
(“Pittsfield”), Pennichuck Water Service Corporation (the “Service Corporation”) and The Southwood
Corporation (“Southwood™).

Overview . ) . L

We are engaged primarily in the collection, storage, treatment and distribution of potable water in
southern and central New Hampshire. We have three business segments: regulated water utilities, non-
regulated water management services and real estate development and investment. Water utility revenues
constituted 89.8% of our consolidated revenues in 2006. We are headquartered in Merrimack, New
Hampshire, which is located approximately 45 miles north of Boston, Massachusetts. The Company,
which was incorporated in New Hampshire in 1852, became a utility holding company in 1983, when it
completed a reorganization resulting.in the transfer of ali of our water utility assets at that time to
Pennichuck Water.

The SEC maintains an Internet site that contains reports, proxy and information statements, and
other information regarding issuers that file electronically with the SEC. The address of that site is
http://mww.sec.gov. We make available free of charge on or through our website our annual report on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those
reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably -
practicable after we electronically file such material with, or fumish it to, the SEC The address of our
website is htp:/www.pennichuck.com. :

Our Strategy

Our mission is to be a leading supplier of clean, safe and reliable drinking water and quality water-
related services in New England and to achieve sustainable growth in our revenues and earnings by:

Investing in our regulated water utilities to maintain reliable, high quality service. To maintain our
position as a respected water supplier, we will make ongoing capital investments for both acquisitions and
improvements to meet or exceed the applicable regulatory requirements and - to maintain our
infrastructure.

Acquiring additional small and mid-size water systems in New Hampshire and nearby portions of
Maine, Massachusetts and Vermont. We believe there remain significant opportunities to grow our
customer base in New Hampshire ‘and nearby portions of Maine, Massachusetts and Vermont. We
estimate that there are a total of 1,850 water systems in those target areas. We expect that increasingly
stringent regulation, the resulting increase in capital requirements and the need for skilled operators will
continue to cause system owners to consider selling their water systems or outsourcing the management
of their systems.




Expanding our water management business with a focus on servicing small and mid-size water
systems, where we believe we can leverage our capital resources’as well as our operating and technical
expertise. Service Corporation’s strategy calls for a focus on segments in which it can provide high-
quality service in a cost-effective manner. These segments include small and mid-size municipal utilities,
small systems such as community water systems and non-transient, non-community water systems.

Developing our water mariagement business by establishing one or more regional operations
centers and then targeting growth opportunities that may be serviced from those centers. In order to
service new customers effectively, we must have staff close to those customers. Accordingly, Service
Corporation hopes to develop its business around geographic hubs — business centers of sufficient size to
support at least a limited full time staff. Expanding Service Corporation’s business in the surrounding
area will be part of the staff’s job description. We currently plan to pursue opportunities through five
. potential New Hampshire hubs that correspond roughly to Nashua, coastal New Hampshire, Lakes

Region, western New Hampshire and the Conway region as well as hubs in the neighboring states of
Maine, Massachusetts and Vermont. .

Pursuing acquisitions of large water systems to expand into new geographic markets in the
northeastern United States. An important element of our strategic plan is to seek to expand into new
geographic markets in the northeastern United States by acquiring one or more large water systems. We
expect to focus on -systems that have sufficient scale to warrant establishing and maintaining a
management presence in a new market. These systems will likely be significantly larger than the small
and mid-size water systems that we are targeting nearby our existing service areas. We do not expect,
however, that these larger systems will be substantially larger than Pennichuck Water. We believe there
are a number of such large water systems in the northeastern United States that are potentially attractive
acquisition opportunities. We anticipate that this iarge water system segment within the U.S. water utility
industry will continue to consolidate, . as system owners, whether investor-owned utilities or
municipalities, facing increasingly stringent regulation and the resulting increase in capital requirements,
consider acquisitions by other compames The pace at which acqmsmon opportunities will arise is, of
course, unpredlctabie

Water Utility Business

Overview. Three of our subsidiaries are water utilities engaged in the collection, storage, treatment,
distribution and sale of potable water in southern and central New Hampshire, subject to the jurisdiction
of the New Hampshire Public Utilities Commission (“New Hampshire PUC”):

+  Pennichuck Water Works, Inc. (“Pennichuck Water”), our principal subsidiary, was
established in 1852 and services the City of Nashua,” New Hampshire and 10
surrounding New Hampshire municipalities west of the Merrimack River with an
estimated population of 110,000, almost 10% of the population of the State of New

. Hampshire; .

+ - Pennichuck East Utility, Inc. (“Pennichuck East™) was organized in 1998 and'serves 13
communities most of which are located in 5outhern and central New Hampshire east of
the Merrimack River; and




+ Piusfield Aqueduct Company, Inc. (“Pittsfield”), which we acquired in 1998, serves
customers in Pittsfield, as well as three other communities in central New Hampshire,

The City of Nashua 1s engaged in ongoing efforts that began in 2002 to acquire through an eminent
domain proceeding all or a significant portion of Pennichuck Water’s assets. The eminent domain
proceeding and its effects on us are described elsewhere in this Form 10-K Report. See “—Ongoing
Eminent Domain Proceeding”, “Management’s Discussion and Analysis of Financial Condition and
Results of Operations” and Item 3. : '

Service Areas. Pennichuck Water is franchised by the New Hampshire PUC to distribute water in -
the City of Nashua, New Hampshire and in portions of the towns of Ambherst, Bedford, Derry, Epping,
Hoilis, Merrimack, Milford, Newmarket, Plaistow and Salem, New Hampshire. Pennichuck Water’s
transmission mains extend from Nashua into portions of the surrounding towns of Amherst, Hudson,
Merrimack and Milford. We also own and operate four stand-alone systems in Milford. Its franchises in
the remaining towns consist of stand-alone satellite water systems. Pennichuck Water has no competition
in its core franchise area, other than from customers using their own wells. Pennichuck Water serves
approximately 25,300 customers, and its 2006 revenues totaled $17.1 million.

Pennichuck .East was organized in 1998 to acquire certain water utility assets from the Town of
Hudson, New Hampshire following the Town’s acquisition of those assets from an investor-owned water
utility which previously served Hudson and surrounding communities. Pennichuck East is franchised to .
distribute water in portions of the New Hampshire towns of Litchfield, Pelham, Chester, Windham,
Londonderry, Derry, Plaistow, Sandown, Atkinson, Raymond, Bow, Hooksett and Lee, which are near
the areas served by Pennichuck Water. Pennichuck East has no commercial competition in its core
franchise area. The water utility assets owned by Pennichuck East consist principally of water
transmission and distribution mains, hydrants, wells, pump stations and pumping equipment, water
services and meters, easements and certain tracts of land. Pennichuck East serves approximately 5,100
customers and annual water revenues were approximately $4.2 million for calendar year 2006.

Pittsfield was acquired by the Company in 1998 and serves approximately 1,700 customers in and
around Pittsfield, New Hampshire with annual water revenues of approximately $665,000 for calendar
year 2006. Pittsfield has no competition in its franchise area. These amounts reflect Pittsfield’s June 2006
acquisition of three water systems aggregating approximately 1,100 customers in the Lakes Region and
“central part of New Hampshire: the Locke Lake water system in Barnstead, the Birch Hill water system in
Conway and the Sunrise Estates water system in Middleton, New Hampshire. The acquisition is our,
largest since 1998. : ' o

Water Supply Facilities. Pennichuck Water’s principal properties are located in Nashua, New
Hampshire, except for portions of our watershed or buffer land which are located in the neighboring
towns of Ambherst, Merrimack and Hollis, New Hampshiré. In addition, Pennichuck Water owns four
impounding dams which are situated on the Nashua and Merrimack border.

The primary source of potable water for our core Pennichuck Water system is the Pennichuck
Brook, Holt Pond, Bowers Pond, Harris Pond and Supply Pond in the Nashua area that together can hold
up to 500 million gallons of water. We supplement that source during the summer months by pumping
water from the adjacent Merrimack River. Pennichuck Water can deliver up to 31.2 million gallons per




da}y (“mgd”), into the distribution system. By comparison, Pennichuck Water’s peak month, which
occurred in June 1999, had an average daily demand for that month of 21.2 mgd.

We own a water treatment plant in Nashua that uses a combination of physical and chemical
removal of suspended solids and sand and carbon filtration to treat the water that Pennichuck Water
supplies. The plant has a rated capacity of 35.0 mgd. The plant’s capacity will not be affected by the
upgrade described elsewhere in this Form 10-K Report. :

We own a raw water intake and pumping facility located on the Memmack River in Merrimack,
New Hampshire. This supplemental water supply provides an additional source of water during summer
periods and will provide a long-term supply for Pennichuck Water’s service area. A permit from the
Army Corps of Engineers that has been extended through December 21, 2009 allows us to divert water
from the Merrimack River. We may divert up to 30.0 mgd only when the river level is above 91.2 feet.
When the river level is below 91.2 feet, Pennichuck Water may divert up to 20.0 mgd if a specnﬁed
minimum flow is maintained and up to 12.0 mgd if flow falls below this minimum. Our existing pumping
facility on the Merrimack River is capable of providing up to 16.2 mgd, and as part of our 2007 to 2009
capital expenditures program discussed elsewhere in this Form 10-K Report, we plan to install new -
pumps that will increase our pumpmg capacity to 21.0 mgd. Our pemntted withdrawal level is 30 mgd.

We also own appr0x1mately 672 acres of land located in Nashua and Memmack New Hampshire
that are held for watershed and reservoir purposes. :

Wg own 13 water storage reservoirs having a total storage capacity of 2_'2'.1 million galloris, six of
which are located in Nashua, two in Amherst, one in Bedford, one in Derry, one in Litchfield, one in
Pelham and one in Hollis, New Hampshire. '

We own a 900,000 gallon per day gravel-packed well located in Amherst, New Hampshire.

The sources of supply for Pennichuck East consist of purchased water from the Manchester Water
Works, Hooksett Village Water Precinct, the Town of Derry, the Town of Raymond, a well system owned
by. the Towr of Hudson, in Litchfield, New Hampshire, and individual bedrock wells. Pennichuck East
has entered into long-term water supply agreements to obtain water from the Manchester Water Works
and Hudson. The terms of our Manchester supply contract are descr:bed in Item 7 of this Form 10-K
Report. Wehave an agreement with Hudson, which expires in 2017, that allows.us to pumnp up to 283,500
gallons per day from its wells at a cost equal to the variable cost of production or operation associated
with the system as a whole or any of its components. Hudson will charge us a higher rate for water
pumpéed in excess of the 283,500 gallons allowed per day.

Pittsfield’s sole source of supply is Berry Pond, which holds approximately 97.8 million gallons.
Pittsfield owns the land surrounding Berry Pond, and it treats the water from this pond through a 0.5 mgd
water filtration plant located in Pittsfield, New Hampshire. The sources of supply for the Locke Lake,
Sunrise Estates and Birchhill systems are individual bedrock walls.

Water Distribution Facilities. As of December 31, 2006, the distribution facilities of the Company’s
regulated water companies consisted of, among other assets, the following:




Pennichuck Pennichuck :
Water East Pittsfield Total

Transmission & distribution mains :

(in miles) 434 129 39 602
Service Connections ‘ 25,399 5,060 1,693 32,152
Hydrants ‘ 2,347 470 67 2,884

Capital Fxpenditures. The water utility business is capital intensive. We typically spend significant
sums c¢ach year for additions to or replacement of property, plant and equnpment During the 2007 to 2009
period, our capital expenditures will be particularly large as we:

»  complete our upgrade of Pennichuck Water’s Nashua water treatment plant to meet the

requirements of the Interim Enhanced Surface Water Treatment Rule discussed below

“and undertake other improvements intended to allow us to comply with current and
projected water quality requirements and provide for operating redundancy;

+ undertake various water distribution, storage, supply, maintenance, rehabilitation and
replacement projects; and

+ implement'a proposed radio-based meter reading system.

We estimate that our projected capital expenditures during the 2007 through 2009 period will total $40.4
million in current dollars. By comparison, for the three year period 2004 through 2006, our capital
expenditures were $38.0 million. These figures are exclusive of Allowance for Funds Used During
Construction (“AFUDC™). '

Regulation

New Hampshire PUC. The Company’s water utilities are regulated by the New Hampshire PUC
with respect to their water rates, financings and provision of service. New Hampshire law provides that
utilities are entitled to charge rates which permit them to earn a reasonable return on the cost of the
property employed in serving their customers, less accrued depreciation, contributed capital and deferred
income taxes (“Rate Base™). The cost of capital permanently employed by a utility in its utility business
marks the minimum rate of return which a utility is lawfully entitled to earn on its Rate Base. Capital
expenditures associated with complying with federal and state water quality standards have historically
been recognized and approved by the New Hampshire PUC for inclusion in our water rates, though there
can be no assurance that the New Hampshire PUC will approve future rate relief in a timely or sufficient
manner to cover our capital expenditures.

Pennichuck Water’s rates in effect at the beginning of 2006 were based on an April 2005 New
Hampshire PUC order authorizing a final annualized increase of $1.7 million effective retroactively for
service rendered on and after June 1, 2004. The settlement agreement did not stipulate the overall rate of
return or the approved Rate Base.

On May 9, 2006, Pennichuck Water filed a Notice of Intent to file rate schedules with the New
Hampshire PUC primarily to recover a portion of costs incurred for its water treatment plant upgrade
-project. On June 16, 2006, Pennichuck Water requested a permanent rate increase designed to increase
annual revenue by 15.9%, or approximately $2.7 million to be effective on August 1, 2006. Additionally,




Pennichuck Water requested a step increase of approximately $3.4 million, or 20.6%. On September 22,
2006, the New Hampshire PUC approved a settlement between the staff of the New Hampshire PUC and
Pennichuck Water regarding Pennichuck Water's request for-temporary rate relief. The terms of the
settlement, as approved, provide for an annualized increase in Pennichuck Water's revenues of
approximately $2.4 million, or 14.4%, effective for service rendered on and after July 18, 2006.

On February 23, 2007, Pennichuck Water received testimony from the New Hampshire PUC staff
-recommending a permanent rate increase of $1.34 million or approximately 8.0%, which is based
primarily on certain reductions in operating expenses and a significant reduction in depreciation and
amortization expenses. Staff also testified that the proposed upgrades to Pennichuck Water’s treatment
plant were reasonably necessary and consistent with the public good. Subject to the findings of the New
Hampshire PUC Audit Staff relative to the actual costs incurred for these upgrades, Staff supports a step
increase in Pennichuck Water’s rates to recover the cost of these additions effective on or after the date of
the Commission’s final order in this case. Settlement discussions with staff, interveners and Pennichuck
Water are scheduled for March 2007 with final hearings on the merits of the case scheduled for April

~ 2007. The Company anticipates a final order in May 2007.

Pennichuck East’s rates in effect at the beginning of 2006 were based on a September 2005 New
Hampshire PUC order authorizing a 9.0% interim rate increase effective retroactively for service rendered
_on and after June 16, 2005. In December 2005, we reached a settlement with the New Hampshire PUC -
staff on our requested rate relief for Pennichuck East. In late February 2006, the New Hampshire PUC
issued a final written decision authorizing a final annualized increase of approximately $760,000 also
effective as of June 16, 2005. The settlement did not stipulate the overall rate of return or the approved
Rate Base. Pennichuck East had not filed for rate relief since our 1998 acquisition of the utility. On
March 1, 2007, Pennichuck East filed a Notice of Intent to file rate schedules seeking an overall increase
in annual revenues of approximately $927,000, or 22%.

Pittsfield is authorized to earn an overall rate of return of 8.4% on an approved rate base of
approximately $1.6 million. Pittsfield is considering filing a new request for rate relief in the second half
of 2007. : : oo ‘

Under New Hampshire law, the Company may not be acquired unless and until there is a tinal, non-
appealable order of the New Hampshire PUC approving the acquisition. The New Hampshire PUC may
approve an acquisition only if it determines that the acquisition will not have an adverse effect on rates,
terms, service or operation of the utilities and is lawful, proper and in the public interest. -

Water Quality Regulation. The Company’s water utilities are subject to the water quality regulations
issued by the United States Environmental Protection Agency (“EPA”) and the New Hampshire
Department of Environmental Services (“DES”). The EPA is required to periodically set new maximum
contaminant levels for certain chemicals as required by the federal Safe Drinking Water Act. The quality
of the Company’s water utilities’ treated water currently meets or exceeds all current standards set by, the
EPA and the DES. ' .

Pennichuck Water’s filtration plant in Nashua is impacted by the Interim Enhanced Surface Water
Treatment Rule, which established a new turbidity standard of 0.3 Nephelometric Turbidity Units or
NTU. Turbidity is a measure of sediment or foreign particles that are suspended in the water. Pennichuck .
Water completed its evaluation of alternatives to meet the new turbidity standard in 2004, resulting in its
recommendations for upgrades to ils existing treatment facilities, beginning with its raw water facilities




through its finished water pumping and storage facilities. This work was divided among six distinct
construction contracts, with Contracts 1 and 2 involving upgrades to Pennichuck Water’s raw water
facilities being completed in 2005. Upgrades to Pennichuck Water’s finished water pumpage and storage
facilities (Contracts 3 and 5) were completed in January 2007. The design of the proposed upgrades to
the existing coagulation, flocculation, sedimentation, filtration and chemical feed facilities (Contract 4) °
was completed in April 2006 and construction on these upgrades began in June of 2006 with completion
in early 2009. The design for the proposed improvements to the Company’s Merrimack River intake
(Contract 6) will be completed in 2007. Construction is expected to commence in the first half of 2008
with completion in the second half of 2008.

The Merrimack River is nutrient-rich, which in the past, under certain environmental conditions, has
caused algae formation in our holding ponds. As a result, we did not meet the monthly standards for
turbidity in August 2001. Since then, we have been in compliance with the turbidity standards. We expect
that various planned upgrades to our water treatment plant will allow us maintain compliance with the
turbidity standards even if similar environmental conditions occur again in the future.

During 2006, Pittsficld commenced installation of treatment for arsenic removal at three of its small
community water systems which have wells (which were acquired in 2006) that produce water with
arsenic levels in excess of the new standard of 10 parts per billion. Two of the three system installations
are completed and operational. The third system should be operational by the end of May 2007.
Pennichuck Water’s and Pennichuck East’s community water systems have wells that produce water
meeting the new arsenic standard.

Water Management Services

We complement our regulated water utility business by providing contract operation and
maintenance services, including monitoring water quality, testing and compliance reporting services for
water systems for various towns, businesses and residential communities primarily in southern and central
New Hampshire. The business segment is not subject to New Hampshire PUC regulation, and we conduct
this business through our subsidiary, Service Corporation. As of December 31, 2006, Service Corporation
was providing such services pursuant to 88 operating contracts.

Municipalities. In 1998, Service Corporation entered into a long-term agreement with the Town of
Hudson, New Hampshire (Hudson Agreement) to provide operations and maintenance contract services
with respect to the water utility assets acquired from an investor-owned water utility. In 2006, the Hudson
Agreement was extended to 2015. The Town of Hudson elected to have Pennichuck invest in updated
customer meter-reading equipment.

In September 2001, Service Corporation entered into a long-term agreement with the Town of
Salisbury, Massachusetts (Salisbury Agreement) to perform similar operations and maintenance services.
The Salisbury Agreement expired in September 2006, and was extended through June 2007. Service
Corporation recently submitted a proposal to the Town in response to a request for proposals for a new
five-year contract. '

In December 2005, the Town of Barnstable, Massachusetts selected a joint proposal from Service
Corporation-and Whitewater, a wholly-owned subsidiary of R.H. White, to operate and maintain the
Hyannis Water System. A definitive agreement between Whitewater and the Town of Barnstable was
executed (the Hyannis Agreement) and services commenced in early February 2006. Whitewater and




Service Corporation finalized an agreement governing their respectwe duties, cost relmbursement and
profit sharing arrangements in connection with the Hyannis Agreement.

Non-transiem, non-community water systems. The DES has mandated water quality standards for
non-transient, non-community water systems ~ defined as public facilities such as schools, apartment and
office buildings accommodating more than 25 persons and served by a community well. There are an
estimated 600 such systems in New Hampshire which will require the services of a certified water
operator, such as Service Corporation, in order to meet the mandates of the DES. Accordingly, Service
Corporation is actively pursuing new contracts under which it would serve as the certified water operator
and provide various water-related monitoring, maintenance, testing and compllance reporting services for. -
these systems in New Hampshlre

Competition. In marketing its services to municipalities, Service Corporation must address
competition from incumbent service providers, including municipal employees, and a reluctance by
municipalities to outsource water management to an investor-owned company. For contracts with non-
transient, non-commuriity water systems, Service Corporation competes primarily with well drillers,
laboratories, pump equipment vendors and small contract operators who provide various services to these
systems. :

Real Estate Development and Investment

Southwood is actively engaged in real estate planning, development and management of residential,
commercial, industrial and retail properties. We originally organized Southwood in 1983 to manage and
develop approximately 1,490 acres of land in Nashua and Merrimack, New Hampshire.

Undeveloped Land. Southwood, for its own account or on behalf of the Company, controls several
parcels of developable land in Nashua and Merrimack, New Hampshire, totaling approximately 450 acres.
The portfolio is comprised of 8 separate parcels. One parcel, aggregating approximately 40 acres, is
located in Nashua, and the remaining 7 parcels, aggregating approximately 410 acres, are located in |
Merrimack. The entire portfolio of land held for future development is classified under “current use™
status, resulting in a tax assessment that is based on the property’s actual use and not its highest or best '
use.

During the next several years, Southwood expects to pursue the efficient and order]y liquidation of
its land portfoho and may consider the reinvestment of certain land sale proceeds in income producing
properties in order to defer the recognition of taxes. :

Developed Land and Real Estate Investments. Of the land originally under its control, Southwood
contributed various parcels to four joint ventures to develop the Heron Cove Office Park, a 3-building,
147,000 square foot, muiti-tenant office project in Merrimack, New Hampshire. Southwood has a 50%
ownership interest in each of those joint ventures, which are sometimes referred to in this Form 10-K
Report as HECOP I-IV. HECOP I, Il and 11l own commercial office buildings. HECOP IV owns a nearby
9.1 acre parcel that has been approved for the construction of commercial office space. The managing
partner of the HECOP joint ventures is John P. Stabile Il (“Stabile™), a local developer with whom
Southwood has participated in four residential joint ventures during the past 10 years.

Each of HECOP I-111 is.subject to a mortgage note with various financial institutions. The mortgage
notes, totaling approximately $9.5 million as of December 31, 2006, which are not included in our




accompanying consolidated balance sheets, are each secured by the underlying real property. In addition,
Southwood is contingently liable for approximately $3.1 million, representing one-half of the outstanding
balance for two of the three mortgages under a guarantee that Southwood has provided to the mortgagee
limited to 50% of HECOP Il and II!’s obligations to their lender. In addition, if either HECOP II or III
defaults on its indebtedness, Southwood’s investment in the other HECOP will be at risk, because each of
HECOP II and IH has guaranteed the indebtedness of the other. Southwood’s investments in HECOP I-I11
had an aggregate carrying value of $474,000 as of December 31, 2006. In June 2007, approximately
$6.0 miilion of the mortgage notes mature and are expected to be refinanced.

The typical term of a lease for commercial office space in one of Southwood’s existing joint venture
properties is between three and seven years. The combined vacancy rate for the Southwood joint venture
projects was 41% as of March 1, 2007 as compared to 22% as of March 1, 2006. Substantive lease
negotiations are currently underway which, if successfully concluded, would materially remove the
current vacancy. No assurance can be given that such negotiations will be successful. Southwood and
Stabile regularly evaluate the property and investment markets in order to either affirm or alter their
investment time horizons for the HECOP properties.

Financial Information About Industry Segments

Our business segment data for the latest three year-s is presented in “Note 12 — Business Segment
Information™ in the Notes to the Consolidated Financial Statements included in this prospectus.

Properties

Pennichuck Water owns a building in Nashua which serves as an operations center and storage
facility for our construction and maintenance activities.

In April 2004, Pennichuck Water entered into a long-term lease arrangement with HECOP HI for
19,465 square feet of office space located in Merrimack, New Hampshire which serves as our
headquarters. Southwood and John P. Stabile 11 each own a 50% interest in HECOP IIL.

. Our properties used in our water utility busmess are described elsewhere in this Form 10-K Report.
See “-——Water Utility Business,” above. i,

Our properties used in our real estate business are primarily described elsewhere in this Form 10-K
Report. See “—Real Estate Development and Investment,” above.

Except as noted in “Note 3 — Debt” in the accompanying Notes to the Consolidated Financial
Statements, there are no mortgages or encumbrances on our properties.




Employees

We employ 101 full-time employees and officers, nearly all of whom are Pennichuck Water
employees. Of these, there are 56 management and clerical employees who are non-union. The remaining
employees .are members of the United Stéelworkers Union. The Company recently negotiated a new
.contract with the union which expires in February 2010. The new contract provides for severance
payments under certain circumstances involving a change of control of the Company, as defined. “The
Company intends to implement similar payments for its non-union workforce. We believe that our
employee relations are satisfactory.

Ongoing Eminent Domain Proceeding

.Overview. The City of Nashua (“the City”) is engaged in ongoing efforts that began in 2002 to
acquire all or a significant portion of Pennichuck Water’s assets through an eminent domain proceeding
~under New Hampshire Revised Statutes Annotated Chapter 38. Whether the City will ultimately be
permitted to-acquire Pennichuck Water’s assets and, if so, the compensation that the City would have to
pay us for those assets are highly uncertain. If a settlement cannot be reached, these issues will be
determined by the New Hampshire PUC after the conclusion of the trial that began on January 10, 2007
but was subsequently suspended by agreement of the parties. New Hampshire law does not requite that

our Board of Directors or shareholders ratify or approve a forced sale of assets or the compensation that -

Pennichuck Water would receive if the City obtains approval for a taking from the New Hampshire PUC.

Our eminent domain related expenses have been significant, and if the parties are unable to reach a
settlement, we expect that these expenses will continue to be significant. We have vigorously opposed
the City’s efforts to acquire our assets by eminent domain and intend to continue to do so if the trial

_before the New Hampshire PUC is resumed, although we have publicly stated our desire to work with the
City toward a fair and equitable solution.

On January 16, 2007, the Company and the City announced that they had entered into an agreement
to request at least a 120-day suspension of the eminent domain proceedings, including the ongoing
hearings then pending before the New Hampshire PUC. The suspension request was unanimously
approved by the New Hampshire PUC. '

Pennichuck and the City have agreed to suspend the eminent domain proceedings in order to
conduct confidential discussions regarding a.possible comprehensive settlement that could involve the
City’s acquisition of some or all of the assets of Pennichuck or one or more of its subsidiaries, or
alternatively the shares of Pennichuck stock. Pennichuck and the City have also agreed to seek an
extension of the suspension of the New Hampshire PUC proceeding for an additional 60 days or more,
subject to New Hampshire PUC approval, if such ah extension may facilitate'a comprehensive settlement.
There can be no assurance, however that Pennichuck and the City will be able to negotiate a mutually
acceptable settlement.

Nashua's Initiation of Eminent Domain Proceedings. Pennichuck entered into an agreement in
April 2002 to be acquired in a merger with Aqua America Inc. (formerly known as Philadelphia Suburban
Corporation). The merger was subject to several conditions, including approval by our shareholders and
approval by the New Hampshire PUC. In February 2003, before we submitted the merger to our
shareholders, we and Aqua America agreed to abandon the proposed transaction because of actions taken
by the City to acquire our assets by eminent domain.
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The City’s Mayor stated his opposition to our proposed merger with Aqua America almost
immediately after we announced it. In November 2002, the Nashua Board of Aldermen adopted a formal
resolution to hold a City-wide referendum to approve an eminent domain proceeding or other acquisition
of all or a portion of Pennichuck Water’s system serving the residents of the Clty and others. In January
2003, Nashua residents approved that referendum.

In November 2003, the City made a proposal to purchase all of our assets for a purchase price of
$121 million. The offer was subject to various conditions, including the City’s completion of a municipal
bond offering to fund the purchase price. The City claimed that its proposal exceeded by $15 million the
approximate value that our shareholders would have received under the proposed Aqua America merger
at the time that transaction was first announced. The City asserted that the difference would offset the
corporate taxes that we would incur in a sale of assets to the City. In December 2003, our Board of
Directors unanimously rejected the City’s proposal. At that time, we publicly stated that our board had
concluded that the City’s proposal was inadequate and not in the best interests of our shareholders,

" significantly underestimated the value of our assets and failed to recognize both the underlying value of

our shares and the potential tax liabilities that would result from the proposed transaction.. We also stated
that we believed that the Clty s proposal failed to make allowances for assuming our long-term debt and
other liabilities. : .

The City’s 2003 proposal is not necessarily indicative of the valuation that would be assigned to our
assets by the New Hampshire PUC nor does it necessarily reflect a price that the City might be willing to
pay for our assets at this time. The City’s proposal purported to cover all of our assets.

In March 2004, as part of the eminent domain process, the City filed a petition with the New
Hampshire PUC seeking approval to acquire all of our water utility assets, whether or not related to our
Nashua service area. The New Hampshire PUC ruled in -January 2005 that the City could not use the
eminent domain procedure to acquire any of the assets of Pennichuck East or Pittsfield, and that, with
regard to the assets of Pennichuck Water, the question of which assets, if any, could be taken by the City
was dependent on a determination to be made after a hearing as to what was in the public interest.

Issues to be Presented to the New Hampshire PUC. The New Hampshire PUC commenced a
hearing on the merits of the City’s petition in January 2007. As described above, after two days, the
hearing was suspended to give the City and Pennichuck an opportunity to engage in settlement
discussions. The New Hampshire PUC has scheduled the hearings to resume in June 2007 if a settlement
cannot be reached. If the merits hearing is resumed in June 2007, we do not expect the New Hampshire
PUC to rule definitively on the City’s. petition before the end of the third quarter of 2007. Given the
highly integrated nature of Pennichuck Water’s system and the significant interests of other communities
in Pennichuck Water’s service area, we expect that the New Hampshire PUC will have to address a
number of unprecedented issues related to Pennichuck Water’s assets and operations outside the City of -
Nashua. These issues could have an effect on any New Hampshire PUC determination regarding (i}
whether a taking of Pennichuck Water’s assets by eminent domain would be in the public interest,
including the portion, if any, of the Pennichuck Water assets that should be taken by eminent domain, and
(i1) the amount of compensation that would have to be paid to Pennichuck Water if the City acquired any
of its assets by eminent domain. The staff of the New Hampshire PUC filed testimony on April 13, 2006
in which it concluded that an eminent domain taking is not in the public interest. Further information
regarding the April 13, 2006 filings of the staff of the New Hampshire PUC is contained in Pennichuck's
Current Report on Form 8-K dated April 13, 2006, The position taken by the New Hampshire PUC staff
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does not constitute a determination by the New Hampshire PUC itself. In supplemental filings with and
testimony before the New Hampshire PUC, the City has attempted to respond to the concerns expressed
by the Staff in the April 13, 2006 f'llmgs :

- The January 2003 referendum approved by the voters of the City creates a statutory presumption
that an eminent domain taking is in the public interest. We believe, however, that it may be possible for us
to overcome that presumption and that under New Hampshire law the referendum is irrelevant to the issue
of whether the City should be permitted to acquire any of Pennichuck Water’s assets that are not
necessary to serve the City’'s customers.

Uncertainty Regarding Compensation to Pennichuck Water. If the City were successful in acquiring
any of Pennichuck Water’s assets in an eminent domain proceeding, it is highly uncertain what valuation
methodologles would be used in determining the compensation the City would have to pay to Pennichuck
Water in exchange for taking these assets by eminent domain. The total compensation awarded would
comprise the value to be paid for the Pennichuck Water assets and the additional consequential damages,
if any, caused by the severance of the plant and property proposed to be purchased from Pennichuck
Water’s other plant and property. : ‘ :

If the New Hampshire PUC determines that a taking of Pennichuck Water assets by the City is in

“the public interest, we believe based on the testimony submitted to date, which is referred to below, that
the New Hampshire PUC is likely to consider three valuation methodologles in determmlng the
compensation to be paid to Pennichuck Water for its assets:

« current replacement cost less depreciation,
. capitalized earnings ('i.e., a discounted cash flow method), and

* comparable sales.

Although these methodologies are not expressly required by statute, in cases involving the valuation
of utility property for purposes of property tax assessments, New Hampshlre courts have recogmzed that
all of these approaches to valuation should be given consideration. However, there is no express
requirement that the ultimate determination of value be based on any one or more of these methods, and
the New Hampshire PUC may give weight to any one or more of them depending on the circumstances.
‘Moreover, the New Hampshire PUC may decide to use different methodologies to value different asset
categories. The choice of methodology may also depend on the scope of the assets to be taken.

Methodologies for determining the value of assets and the. amount of damages suffered as a result of
eminent domain takings by public utility commissions in other, states may not be indicative of the
methodologies that will be used by the New Hampshire PUC, because such detenmnatlons are dependent
on the particular facts and circumstances of each case. -

. January 2006 Public Interest and Valuation Testimony. On January 12 2006 _the City and
Pennichuck Water filed significant testimony, described below, with the New Hampshlre PUC. The
City’s testimony addressed whether the City's taking of any Pennichuck Water assets by eminent domain
would be in the public interest and the City’s valuation of Pennichuck Water. Pennichuck Water's public
interest testimony addressed, among other thmgs the impact of a taking of Pennichuck Water's assets on
the customers of Pennichuck Water and its affiliates as well as on the Company's shareholders and the
State of New Hampshire. Also filed on January 12, 2006 was the City's testimony regarding the City's
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plans to engage a third party contractor to operate the water system and the City's valuation of Pennichuck
Water,

Pennichuck Water's January 12, 2006 filing included the testimony of Robert Reilly, an accredited
appraiser who is Pennichuck Water's valuation expert. Mr. Reilly testified that if the City were to acquire
all of Pennichuck Water's assets in an eminent domain proceeding, the New Hampshire PUC should value
Pennichuck Water at $248.4 million as of December 31, 2004. Mr. Reilly updated his testimony on
November 14, 2006, supporting a value of $274.4 million as of December 31, 2005. Mr. Reilly's
testimony expresses his opinion of the fair market value of Pennichuck Water's assets. In order to reach a
value for Pennichuck Water's assets, Mr. Reilly was required to make numerous assumptions with respect
to business, economic, regulatory and environmental factors and other matters, many of which are beyond
Pennichuck Water's control. While Mr. Reilly's testimony states his opinion of the fair market value of the
assets that the City is seeking to acquire through eminent domain, it is not intended to predict the potential
value of the stock of Pennichuck Water or that of the Company, nor is it possible to predict what price the
assets of Pennichuck Water would in fact bring in an actual sale transaction.

, The City's January 12, 2006 filings included the testimony of George E. Sansoucy, PE and Glenn C.

Walker regarding Pennichuck Water's valuation as of December 31, 2004. The Sansoucy/Walker
testimony asserts that if the City were to acquire the entire water system of Pennichuck Water in an
-eminent domain proceeding, the New Hampshire PUC should value that water system at $85 million-as of
December 31, 2004, Messrs. Sansoucy and Walker updated their testimony on November 14, 2006,
supporting a value of approximately $139 million as of December 31, 2007. Pennichuck Water expects
that its examination of the Sansoucy/Walker valuation testimony and the appraisal on which the testimony
was based will show that many of the valuation methodologies that Messrs. Sansoucy and Walker used in
reaching their conclusion regarding the valuation of Pennichuck Water's water system differ materially
from the valuation methodologies used by Pennichuck Water's valuation expert. Similarly, the Company
expects that its examination of the Sansoucy/Walker valuation testimony will show that Messrs. Sansoucy
and Walker used one or more assumptions that vary materlally from assumptions used by Penmchuck
Water's valuation expert. -

Pennichuck Water's expert valuation testimony and the expert valuation testimony submitted by the
City have been submitted to the New Hampshire PUC for its consideration. It is impossible to predict the
valuation of Pennichuck Water that the New Hampshire PUC would utilize in determining the total
compensation that the City would have to pay if the New Hampshlre PUC authorizes the City to take
Pennichuck Water assets by emment domain.

Further information regarding the January 12, 2006 testimony is contained in Pennichuck’s Current
Report on Form 8-K dated January 12, 2006 filed with the U.S. Securities and Exchange Commission.

Right to Appeal. Pennichuck Water and the City as well as any party to the proceedings or any
person directly affected would have the right to appeal directly to the New Hampshire Supreme Court any
order 1ssued by the New Hampshire PUC in the eminent domain proceeding. However, the Supreme
Court would overturn an order by the New Hampshire PUC only if it is demonstrated that the New
Hampshire PUC has made an error of law or, by a clear preponderance of the evidence, that a factual or
policy determination by the New Hampshlre PUC was contrary to law, unjust or unreasonable. The New
Hampshire Supreme Court applies a presumptlon of reasonableness to factual detemlmatlons by the New
Hampshire PUC.
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* Certain Tax Considerations. If the City acquires for cash in an eminent domain proceeding any of
Pennichuck Water’s assets, Pennichuck Water would be taxed as if it had willingly sold those assets to the
City. Unless we are able to utilize a special nonrecognition provision discussed below, we would
recognize gain for federal income tax purposes equal to the excess of the aggregate value Pennichuck
Water receives for each asset less its adjusted tax basis in those assets. The aggregate adjusted tax basis of
Pennichuck Water’s assets is significantly less than the aggregate adjusted book value of those assets as
reflected in our Consolidated Financial Statements appearing elsewhere in this Form 10-K Report. The
difference exists primarily because the rate at which we depreciate Pennichuck Water assets for federal

income tax purposes is greater than the depreciation rate that we use for financial reporting purposes.
Therefore, if the New Hampshire PUC were to value our assets using a-methodology that resuits in a

value equal to or greater than our adjusted book value, for example, the taxable gain that we would
recognize from such sale would likely be material to Pennichuck. If we then distributed the cash proceeds
from such sale to our shareholders, another tax would be triggered at the shareholder level, with
individual shareholders generally being taxed at a federal rate of 15% on the portion of the cash received.

It may be possible for Pennichuck Water to defer the recognition of gain for tax puiposes on the
deemed sale of the assets if within a certain time period it reinvests the amount received from the sale in
property that is similar or related in service or use to the property acquired by the City. The rules for
replacing real property under these circumstances are less stringent than the rules for replacing personal
property. To the extent that some of the assets subject to sale are determined under state and local law to
be personal property and not real property, Pennichuck Water will be more limited in its options for
locating suitable replacement property for these assets and, thus, less likely to defer any potential tax at
the corporate level. There can be no assurance that Pennichuck Water would be successful in deferring a
recognition of all or any of the taxable gain by reinvesting the proceeds in replacement property.

This description of certain tax consequences of an eminent domain taking by the City does not
purport to constitute tax advice to any holder of our common stock. Each shareholder is urged to consult
his, her or its own tax advisor as to the:specific tax consequences of an eminent domain taking to the
holder, ifcluding the application and effect of foreign, state and local income and other tax laws.

City May Not Proceed with Acquisition. In an eminent domain scenario, the City would not be
bound to proceed with the acquisition until ratified by a vote of two-thirds of the Nashua Board of
Aldermen. In addition, we expect that the City would need to incur debt financing to fund the purchase,
dépending on the size of the transaction. Consequently, even if the New Hampshire PUC authorizes the
City to use eminent domain to acquire any or all of Penmchuck Water’s assets, there is no assurance that
the City will proceed with the acquisition.

Our Opposition to a Forced Sale ofAsse(s. We have vigorously opposed the City's efforts to force
Pennichuck Water to sell its assets to the City through the eminent domain proceeding, and we intend to
continue to do so if the ments hearing before the New Hampshire PUC is resumed. An important

distinction between a forced sale of assets through an eminent domain proceeding and the City's

negotiated acquisition of Pennichuck assets that might result from the ongoing comprehensive settlement
discussions referenced above is that, in the former circumstance, after we have exhausted our legal
challenges to a forced sale of assets in an eminent damain proceedmg and to.the amount of damages that
the City would have to pay to us as a consequence of such a taking, neither our Board of Directors nor our

shareholders would have any right to approve the taking. Our eminent domain related-expenses have been -

significant, as disclosed elsewhere in this Form 10-K Report..If we are unable to reach a settlement with
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the City and thereafter the City resumes its efforts to force Pennichuck Water to sell its assets to the City
through the eminent domain proceeding, we expect that our expenses in opposing those efforts would
again be significant. :

Possib!e Regional Water District. The City has entered into an agreement with Certain. other
municipalities in southern and central New Hampshire to form the Merrimack Valley Regional Water
District. if the City should acquire any of Pennichuck Water’s assets, then the City may elect to transfer
such assets to the District. The District has the authority under New Hampshire law to issue bonds to fund
a transfer of assets from the City, but the District does not have authority to take assets by eminent
domain. We are unable to predict what weight; if any, the New Hampshire PUC will give to the Dlstrlct s
existence in considering the merits of the City’s eminent domain petition.

Pittsfield Eminent Domain Actions. The Town of Pittsfield voted at its 2003 town meeting to
acquire the assets of our Pittsfield subsidiary by eminent domain. In April 2003, the Town notified us in
writing of the Town’s desire to acquire the assets. We responded that we did not wish to sell the assets.’
Thereafter, no further action was taken by the Town until March 2005, when the Town again voted to
take the assets of our Pittsfield subsidiary and also to appropriate $60,000 for the eminent domain
process. On March 22, 2005, we received a letter from the Town reiterating the Town’s desire to acquire
‘the assets of our Pittsfield subsidiary. 'We do not have a basis to evaluate whether the Town will actively
pursue the acquisition of our Pittsfield assets by eminent domain, but since the date of the Town’s letter to
us the Town has taken no.further legal steps required to pursue eminent domain under New Hampshlre
RSA Chapter 38.

Bedford Eminent Domain Actions. The Town of Bedford voted at its town meeting in March 2005
to.take by eminent domain the: Company's-assets within Bedford for purposes of éstablishing a*water
utility, and by letter dated April 4, 2005 inquired whether the Company, and any relevant wholly owned
subsidiary of the Company, is willing to sell its assets to Bedford. The Company responded by letter
dated June 1, 2005, informing the Town that the Company does not wish to sell those assets located in
Bedford that are owned by any of its subsidiaries. The Company has not received a response to its letter,
and since the date of the Town’s letter to us the Town has taken no further legal steps required to pursue
eminent domain under New Hampshire RSA Chapter 38.
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Item 1A. RISK FACTORS
There are various risks involved in investing in the Company, some of which are described below.
Investors should carefully consider each of the Jollowing factors and all of the other information in this

Form 10-K Report, including information that is incorporated in th:s Form 10-K Report by reference.

Risks Related to Our Water Utilities

The City of Nashua’s use of the power of eminent domain to acquire a significant portion of our
water utility assets creates uncertainty and may result in material, adverse consequences for us and
our shareholders.

We are involved in ongoing proceedings with the City of Nashua (the “City”) regarding the City’s
desire to acquire all or a significant portion of the water utility assets of Pennichuck Water, our principal
_ subsidiary. The City is pursuing such acquisition pursuant to its power of eminent domain under New
Hampshire .law. Whether the City will ultimately be permitted to acquire our assets and, if so, the
compensation that the City would have to pay us for those assets are highly uncertain. Our Board of
Directors and shareholders would not have the right to approve a forced sale of Pennichuck Water assets
to the City in an eminent domain proceeding or the amount of damages that the City would have to pay to
us as a consequence of such a taking. If the New Hampshire PUC authorizes the City to use eminent
domain to acquire any or all of Pennichuck Water’s assets, the City would not be bound to proceed with
the acquisition, and could decide not to proceed.

S

~Given-the highly integrated nature of our businesses, a ‘forced sale'of a signiﬂcant\poﬂion,of..our_

water related assets may result in increased costs and operating inefficiencies borne by our remaining
assets. Additionally, Service Corporation’s ability to service its existing contracts, as well as pursue
additional operating contracts, could be impaired. The existence of a pending eminent domain proceeding
also could adversely affect our future prospects and result in the'loss of one or more key employees.

The Company may not have the opportunity to contract to operate for the City all or any portion of
the Pennichuck Water system that the City may acquire in an eminent domain proceeding. According to
the City's filings with the New Hampshire PUC, if the City acquires all or any portion of the Pennichuck
Water system in an eminent domain proceeding, the City intends to enter into an Operation, Maintenance
and Management Agreement with Veolia Water North America - Northeast LLC to operate that water
system. We understand that the City has not yet entered into a definitive agreement with Veolia for the
operation of the water system, but that the City and Veolia have entered into a binding Memorandum of
Understanding pursuant to which the City is obligated to pay a termination fee to Veolia if the City
reaches a settlement with Pennichuck Water and Veolia is not the operator of the system, if the City
withdraws its eminent domain petition at any time prior to a final order of the New Hampshire PUC
(including all appeals by Pennichuck -Water) or if the City rebids the operation, maintenance and
management of the water system. According to the City’s filings, Veolia is a wholly owned subsidiary of
Veolia Environment (which formerly was known as Vivendi Environnement).



Our vigorous opposition to the City’s efforts to acquire our assets by eminent domain has had, and
may continue to have, a material adverse effect on our operating results and has been, and may
continue to be, a significant distraction to our management,.

We have vigorously opposed the City’s efforts to acquire our assets by eminent domain and intend
to continue to do so, although we have publicly stated our desire to work with the City toward a fair and
equitable solution. Our eminent domain related expenses have been significant, and if the parties are
unable to reach a settlement, we expect that these expenses will continue to be significant. For 2006, these
expenses were approximately $2.4 million, unchanged from the full year 2005 amount. .

On January 16, 2007 the Company and the City announced that they had entered into an agreement
to request at least a 120-day suspension of the eminent domain proceedings, including the ongoing
hearings then pending before the New Hampshire PUC. The suspensmn request was unammously
approved by the New Hampshire PUC.

As described elsewhere in this Form 10-K Report, Pennichuck and the City requested the
suspension of the eminent domain proceeding in order to conduct confidential discussions regarding a
possible comprehensive settlement that could involve the City’s acquisition of some or all of the assets of
Pennichuck or one or more of its subsidiaries, or alternatively the shares of Pennichuck stock. There can
be no assurance, however, that Pennichuck and the City will be able to negotiate a mutually acceptable
settlement. Our expenses incurred in connection with the settlement negotiations may be significant.

A substantial portion of our senior management’s attention has been and will contintue to be devoted
to coordinating. various-aspects -of-our response to the .City’s eminent domain initiative, including the
confidential settlement discussions. We cannot assure you that management’s attention to the City’s
eminent domain initiative will not adversely affect their oversight of other aspects of our business. There
can be no assurance that the Company and the City will be able to negotiate a mutually acceptable
settlement. [f the parties are unable to reach a settlement and we resume the eminent domain hearing
before the New Hampshire PUC, we expect that our subsequent eminent domain related expenses will be
significant.

Our liquidity may be reduced and our cost of debt financing may be increased while the eminent
domain controversy remains unresolved, because we may be unable to, or elect not to, issue or
remarket, while such discussions are ongoing, debt securities for which Pennichuck may be liable.

Given the need for the substance of our settlement discussions with the City to remain confidential,
the highly uncertain outcome of those discussions, and the likelihood that any such settlement would
provide for a transaction that would trigger an immediate mandatory redemption of outstanding debt, we
do not expect to issue or remarket, while such discussions are ongoing, debt securities for which
Pennichuck Water or either of our other utility subsidiaries is liable (other than relatively small amounts
of SRF loans). Furthermore, if a settlement cannot be reached, the New Hampshire PUC hearing on the
merits of the City’s eminent domain petition is scheduled to resume in June 2007, and we would not
expect the New Hampshire PUC to rule definitively on the City’s petition before the end of the third
quarter of 2007. Given the highly uncertain outcome of such hearing, we may find that we are unable to,
or elect not to, issue or remarket such debt securities pending the definitive ruling on the City’s petition or
we may find that the cost that we incur in connection with the issuance or remarketing of such debt
increases materially. If we are unable to, or elect not to, issue or remarket such debt, we would expect to
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rely primarily on our bank revolving credit facility to finance our capital projects. Our borrowmg cost
under that credit facility would likely be materially higher than tax-exempt bond financing costs.
Borrowings under -the credit facility would also reduce our liquidity to meet other obligations. For
additional information, see Item 7 of this Form 10-K Report (“Management’s Discussion and Analysis of
Financial Condition and Results of Operations—IL.iquidity-and Capital Resources™).

Our water utility business requires significant capital expenditures, and the rates we charge our
customers are subject to regulation. If we are unable to obtain government approval of our
requests for rate relief, or if fapproved rate relief is untimely or inadequate to cover our
investments, our operating results would suffer.

Our ability to maintain and meet our financial objectives is dependent upon the rates we charge our
customers. These rates are subject to approval by the New Hampshire PUC. We file rate relief requests,
from time to time, to recover our investments in utility plant and expenses. The water utility business is
capital intensive. We typically spend significant sums each year for additions to or replacement of
property, plant and equipment. Once we file a rate relief petition with the New Hampshire PUC, the
ensuing administrative and hearing process may be lengthy and costly. The timing of our rate relief
requests are therefore partially dependent upon the estimated cost of the administrative process in relation
to the investments and expenses that we hope to recover through the rate relief to the extent approved. We
can provide no assurances that any future rate relief request will be approved by the New Hampshire
PUC; and, if approved, we cannot guarantee that this rate relief will be granted in a timely or sufficient
manner to cover the investments and expenses for which we initially sought the rate relief.

The relatively large magnitude of the future rate relief that we expect to request in order to earn a
return on’our projected 2007 to 2009 capital expenditures may'adversely affect our ability to obtain
timely and adequate rate relief and therefore could adversely affect our ability to service the debt
that we expect to incur to finance such projects. :

During the 2007 to 2009 period, our capital expenditures will be particularly large as we complete

upgrading our water treatment plant to meet more stringent federally mandated water quality standards,
undertake various water distribution, storage, supply, maintenance, rehabilitation and replacement
projects and implement a proposed radio-based meter reading system.
, Given the relatively large magnitude of our construction program, we expect that our future rate
relief requests will be significant. We intend to submit one or more requests for rate relief in anticipation
of significant components of our capital projects being placed into service. There can be no assurance that
the New Hampshire PUC will approve future rate relief in a timely or sufficient manner to cover our
investments and expenses during the 2007 to 2009 period. Our ability to service the debt that we expect to
incur to finance our 2007 to 2009 construction program would be adversely affected if we were unable to
obtain timely and adequate rate relief relatingto the capital expenditures incurred during that program.

Our financial flexibility may be limited during the next several years, as our long-term debt and
our ratio of total debt to total capitalization will likely increase significantly as a consequence of our
intended funding of projected capital expenditures for the 2007 to 2009 period.

At December 31, 2006 our total common equity and total debt were $44.6 million and $48.2

million, respectively, resulting in a total debt to total capitalization ratio of 52%. We project that towards
the end of our projected 2007-2009 capital expenditures program our total debt (net of mandatory and
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discretionary debt re-financings) will be in the range of $75 million and our total debt to total
capitalization (net of cash balances, if any) will be in the range of 60%.

The projected increase in our total debt and in our ratio of total debt to total capitalization may limit
our ability to fund our operations, to pay dividends on our common stock, and to pursue acquisitions.
These projected increases may also limit our ability to renew our revolving credit facility which will
expire on June 30, 2009, or otherwise adversely affect our access to long-term debt at reasonable costs
and terms.

We may not be able to maintain our existing indebtedness or to incur additional indebtedness
under our existing long-term and reveolving debt facilities, if our future credit ratios do not satisfy
the requirements under those facilities.

-* Our ability to issue long-term debt is subject to us satisfying certain financial ratios at the time of
such borrowing (i.e., debt incurrence tests). Similarly, our ability to access funds under our revolving
credit facility is subject to maintaining certain financial ratios (i.e., maintenance tests). These ratios limit
the amount of long-term debt relative to net plant and the amount of total debt to total capitalization, and
also specify minimum amounts of earnings and cash flow available to pay interest and fixed charges as a
percentage of such interest and fixed charge amounts. We were in compliance with such tests as of
December 31, 2006, however our ability to incur additional long-term debt under our interest coverage
test is currently limited to relatively small amounts of SRF loans. Our ability to incur significant
additional long-term debt and to continue to satisfy these tests depends, among other factors, on receipt of
timely and adequate rate relief. ‘ '

Should we be unable’to' issiié long-term debt, to borrow under our revolving credit “facility or
otherwise to access traditional sources of funds at reasonable costs and terms, our ability to finance our
2007-2009 capital expenditures program on a timely basis could be materially impaired. In such event,
we may need to seek other forms of capital at less favorable costs and terms or defer or reduce some of
our capital expenditures. Any delay in implementing capital improvements could adversely affect our
ability to request and receive rate relief from the New Hampshire PUC relating to capital expenditures
- incurred by us, and could give rise to contractual penalties.

If we are unable to pay the principal and interest on our indebtedness as it comes due or we default
under certain other provisions of our loan documents, our indebtedness could be accelerated and
our operating results, financial condition and cash flows could be adversely affected.

Our ability to pay the principal and interest on our indebtedness as it comes due will depend upon
our current and future performance. Qur performance is affected by many factors, some of which are
beyond our control. We believe that our cash flow from operations and, if necessary, borrowings under
our existing revolving credit facility, will be sufficient to enable us to make our debt payments as they
become due. If, however, we do not generate sufficient cash, we may be required to refinance our
obligations or sell additional equity, which may be on terms that are not favorable to us. No assurance can
be given that any refinancing or sale of equity will be possible when needed or that we will be able to
negotiate acceptable terms. In addition, our failure to comply with certain provisions contained in our
trust indentures and loan agreements relating to our outstanding indebtedness could lead to a default
under these documents, which could result in an acceleration of our indebtedness.
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We expect that all or substantially all of our then outstanding indebtedness would be accelerated if
the City were to acquire a significant portion of our assets; siuch acceleration could adversely affect
our financial condition, operating results and cash flows.

An eminent domain taking or temporary use by any governmental body of all or substantially all of
the tangible property of Pennichuck Water used or useful in its business as a water company would result
in a mandatory redemption of our long-term debt. We expect that any taking of Pennichuck Water's assets

. by the City in the eminent domain matter now pending before the New Hampshire PUC (or a bona fide
sale in lieu of such taking has occurred} would represent the taking of substantially alt of Pennichuck
Water’s tangible property used or useful in its business as a water company and would therefore trigger
mandatory redemption of our long-term debt. Similarly, our revolving credit facility with Bank of
America provides that any indebtedness outstanding under the facility would be due upon the City
acquiring all or a material portion of Pennichuck Water’s assets in an eminent domain proceeding. Also,
no new borrowings would be permitted under such facility. Such an acceleration could adversely affect
our financial condition and operating results if we are unable to repay such indebtedness at that time or to
refinance the indebtedness on equally favorable terms and conditions or to incur new borrowings.

If we are unable to manage the construction phases of our 2007 to 2009 capital expenditure
program successfully, so that we are unable to complete the upgrade of our water treatment plant
on a timely basis, our operating results could be adversely affected and the total amount of capital
expenditures may exceed our projected capital resources.

Qur significant projected capital expenditures for the 2007 to 2009 period result primarily from our
need to upgrade our water treatment plant to -meet federally mandated standards. The.water, treatment
plant project will be constructed in stages. The initial stage began in the second half of 2005, and we
expect that the project will be completed in early 2009. The following are principal risks that we believe
are associated with our water treatment plant construction project:

+  There may be cost overruns resulting from change orders or other factors not linked to
the price of steel, that we may have to bear under the terms of the construction
contracts. :

*+ One or more significant contractors or subcontractors may encounter financial
difficulties and be unable to complete their obligations under the construction contracts
on a timely basis or at all. ,

. / .

+ Capital investment cannot be included in rate relief until the project is in service.
Therefore, the timing of rate relief will be adversely affected if construction problems

or other factors delay the operation of new plant components.

If we are unable to successfully manage the construction phases of our 2007 to 2009 capital
expenditure program, so that we are unable to complete the upgrade of our water treatment plant on time
to comply with federal standards, our operating results could be adversely affected, and the total amount
of capital expenditures during the period may exceed our projected capital resources. If mismanagement
is determined to have resulted in cost overruns, then the New Hampshire PUC may not allow recovery for
all of the costs associated with the project.
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We may be restricted by one or more debt agreements from paying dividends in amounts similar to
dividends that the Company has paid in recent periods, or, in more unlikely circumstances, from
continuing to pay any dividend.

There can be no assurance that the Company will continue to pay dividends in the future or, if
dividends are paid, that they will be in amounts similar to dividends that the Company has paid in recent
periods. It is the Company’s current intention, however, to continue to pay comparable cash dividends in
the future, subject to the terms of the Company’s debt agreements. Certain bond and note agreements as
well as the Company’s revolving credit facility require, among other things, restrictions on the payment
or declaration of dividends. .

The loss of a significant commercial or industrial customer can and has adversely affected our
operating results and cash flows.

Our revenues will decrease, and such decrease may be material, if a significant commercial or
industrial customer terminates or materially reduces its use of our water. Our largest customer is an
Anheuser Busch (*AB”) bottling plant located in Merrimack, New Hampshire. If AB or any other large
commercial or industrial customer reduces or ceases its consumption of our water, we may seek New
Hampshire PUC approval to increase the rates of our remaining customers to recover any lost revenues.
There can.be no assurance, however, that the New Hampshire PUC would approve such a rate relief
request, and even if it did approve such a request, it would not apply retroactively to the date of the
reduction in consumption. The delay between such date and the effective date of the rate relief may be
signifi cant and adversely affect our operatmg results and cash flows.

We are subject to federal state and local regulatlon that may lmpose significant limitations and
restrictions on the way we do business. .

Various federal, state and local authorities regulate many aspects of our business. Among the most
important of these regulations are those relating to the quality of water we supply our customers. These
laws require us to obtain various environmental permits from environmental regulatory agencies for our
operations and to perform water quality tests that are monitored by the U.S. Environmental Protection
Agency, or EPA, and the New Hampshire Department of Environmental Services, or DES, for the
detection of certain chemicals and compounds in our water. We could be fined or otherwise sanctioned by
regulators for non-compliance with these laws, regulations and permits. In addition, government
authorities continually review these regulations, particularly the drinking water quality regulations and
may propose new or more restrictive requirements in the future. If new or more restrictive limitations on
permissible levels of substances and contaminants in our water are imposed, we may not be able to
adequately predict the costs necessary to meet regulatory standards. If we are unable to recover the cost of
implementing new water treatment procedures in response to more restrictive water quality regulations
through the rates we charge our customers, or if we fail to comply with such regulations, it could have a
material adverse effect on our financial condition and operating results.

An important element of our growth strategy is the acquisition of water systems. Any pending or
future acquisition we decide to undertake will involve risks.

The acquisition and integration of water systems is an important element in our growth strategy.
This strategy depends on identifying suitable acquisition opportunities and reaching mutually agreeable
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terms with acquisition candidates. The negotiation of potential acquisitions as well as the integration of -
acquired businesses could require us to incur significant costs and resources. Further, acquisitions may
result in dilution for the owners of our common stock, our incurrence of debt and contingent liabilities
and fluctuations in quarterly results. In addition, the businesses and other assets we acquire may not
achieve the financial results that we expected. '

The current concentration of our business in southern and central New Hampshire makes us
susceptible to any adverse development in local regulatory, economic, demographic, competitive
and weather conditions. '

QOur core service area comprises Pennichuck Water’s franchise in the City of Nashua, New
Hampshire and portions of the surrounding towns of Amherst, Hollis and Merrimack. Pennichuck East
serves a similar area in southern and central New Hampshire, cast of the Merrimack River and
Pennichuck Water’s core service area. Our revenues and operating results are therefore subject to local
regulatory, economic, demographic, competitive and weather conditions in that area. A change in any of
these conditions could make it more costly or difficult for us to conduct our business. In addition, any
such change would have a disproportionate effect on us, compared to water utility companies that do not
have such a geographic concentration. '

Weather conditions and overuse may interfere with our sources of water, demand for water
services and our ability to supply water to our customers. )

We depend primarily on surface water from the Pennichuck Brook and, to a lesser extent, the
Merrimack River in Nashua, New Hampshire to meet the present and future demands of our customers.
Unexpected conditions may interfere with our water supply sources. Drought and overuse may limit the
availability of surface water. These factors might adversely affect our ability to supply water in sufficient
quantities to our customers and our revenues and operating results may be adversely affected.
Additionally, cool and wet weather, as well as drought restrictions and our customers’ conservation
efforts, may reduce: consumption demands, also adversely affecting our revenues and operating results.
Furthermore, freezing weather may also contribute to water transmission interruptions caused by pipe and
main breakage. If we experience an interruption in our water supply, it could have a material adverse
effect on our operating results, financial condition and cash flows. -

Contamination of our water supply may cause disruption in our services and adversely affect our
operating results, financial condition and cash flows. :

Our water supply is subject to contamination from the migration of naturally occurring substances in
groundwater and surface systems, as well as pollution resulting from man-made sources. In the event that
our water supply is contaminated, we may have to interrupt the use of that water supply until we are able
to substitute the flow of water from an uncontaminated water source through our interconnected
transmission and distribution facilities. In addition, we may incur significant costs in order to treat the
contaminated source through expansion of our current treatment facilities or development of new
treatment methods. Our inability to substitute water supply from an uncontaminated water source, or to
adequately treat the contaminated water source in a cost-effective or timely manner, may have an adverse
effect on our operating results, financial condition and cash flows.
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The necessity for increased security has and may continue to result in increased operating costs.

In the wake of the September 11, 2001 terrorist attacks and the ensuing attention to threats to the
nation’s health and security, we have expended resources to increase security measures at our facilities
and heighten employee awareness of threats to our water supply. We have also incurred expenses to
tighten our security measures regarding the delivery and handling of certain chemicals used in our
business.- We will continue to bear increased costs for security precautions to protect our facilities,
operations and supplies. We are not aware of any specific threats to our facilities, operations or supplies.
However, it is p0331ble that we would not be in a position to control the outcome of such events should
they occur.

Damage to, or an upgrade of, any of our dams may adveréely affect our financial condition,
revenues, operating results and cash flows.

Pennichuck Water owns eight dams, including four impounding dams which are situated on the
Nashua and Merrimack border. A failure of any of those dams could result in injuries and property
damage downstream for which we may be liable:and which may adversely affect our financial condition,
revenues and operating results. The failure of a dam would also adversely affect our ability to supply
water in sufficient quantities to our customers and could adversely affect our financial condition,
revenues, operating results and cash flows.

The success of our acquisition strategy depends significantly on the services of the members of our
senior management team, and the departure of any of those persons could cause our operatmg
results to suffer. ., . coean - . : .

The success of our acquisition strategy depends significantly on the continued individual and
collective, contributions of our senior management team. If we lose the services of any member of our
senior management or are unable to hire and retain experienced management personnel, it could harm our
operating results. ' :

Risks Related to Qur Water Management Business

Our water management subsidiary’s revenue growth depends on our ability to enter-into new
operating contracts and maintain our existing contracts with municipalities, communities and non-
transient, non-community water systems.

In our target market of southern and central New Hampshire and nearby portions of Maire,
Massachusetts and Vermont, municipalities and communities own and operate the majority of water
systems. A significant portion of Service Corporation’s marketing and sales efforts is spent demonstrating
the benefits of contract operations to elected officials and municipal authorities. Employee unions and
certain “public interest” groups generally oppose the principle of outsourcing these services to companies
like us and are active opponents in this process. The political environment means that decisions are made
based on many factors, not just economic factors. There can be no.assurance that we can maintain or
expand our water management business. .
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. Our water management subsidiary’s business depends on trained, qualified employees.

State regulations set the staff training, experience and staff qualification standards required for
Service Corporation’s employees to operate specific water facilities. We must recruit, retain and develop
qualified employees, maintain training programs and support employee advancement. We must provide
the proper management and operational staff of state-certified and qualified employees to support the
operation of water facilities. Failure to do so could put us at risk, among other things, for operational
errors at the facilities, which would have an adverse effect on our water management business.

Our water management subsidiary’s business is subject to environmental and water quality risks.

-Clients .of Service Corporation are owners of the facilities that we operate under contract. The
facilities must be operated in accordance with various federal and state water quality standards. We also
_ handle certain hazardous materials at these facilities, for example, sodium hydroxide. Any failure of our
operation of the facilities, including noncompliance with water quality standards, hazardous material
leaks and spills, and similar events, could expose us to environmental liabilities, claims and litigation
costs, We cannot assure you that we w1ll successfully manage these issues, and failure to do so could have
a material adverse effect on our future results of operations.

Rtskv Related to Our Real Estate Activities

The cost of obtammg development permits and other land use approvals, as well as fluctuations in
interest rates, construction costs and economic conditions prevailing in the Nashua/Merrimack area
and the supply of investment capital for commercial real estate and related assets, could adversely
affect the value of our undeveloped land. ' :

Primarily through our Southwood subsidiary, we own or control several parcels of developable land
in Nashua and Merrimack, New Hampshire, comprising approximately 450 acres. During the next several
years, we expect to pursue the permitting and other land use approvals necessary to realize some or all of -
the value of those parcels. We will undertake those efforts either alone or in concert with others. The
value we realize for our undeveloped land will depend primarily on whether development permits and
other land use approvals can be obtained in a timely, cost-effective manner. The process of obtaining such
permits and approvals is inherently uncertain, lengthy and expensive. The value of our undeveloped land
will also be affected by fluctuations in interest rates, construction costs and economic conditions
prevailing in .the Nashua/Merrimack area and the supply of investment capital for commercial real estate
and related assets.

Write-offs related to real estate development decisions could adversely affect our operating results,
and the disposition of a single significant real estate investment could increase fluctuations in our
operating results and cash flows.

A change in economic or other conditions may make certain development projects less viable, and
we may decide to abandon or delay such projects. Our future operating results may be adversely affected
by write-offs of costs that have been capitalized in connection with potential development projects that
~ we subsequently determine not to pursue. The disposition of a single significant Southwood investment
can affect our financial performance in' any period, and therefore our real estate investment activities
could increase (and have historically increased) fluctuations in our operating results and cash flows.
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The cost of capital improvements to office space and low occupancy levels or rental rates for
commercial office space could adversely affect our real estate development subsidiary's operating
results.

Southwood has a 50% ownership interest in three separate joint ventures owning commercial office
buildings located in Merrimack, New Hampshire and a 50% interest in another nearby parcel of land that
is approved for the construction of commercial office space. From time to time, a Southwood joint
venture may need to make significant capital improvements to its property in order to remain competitive.
Such additional investment could adversely affect our return on a project. Any expiration, default or
termination of a lease may adversely affect Southwood's revenues. A reduction in demand for the joint
venture properties may cause us to continue to incur operating costs without offsetting income.
Commercial building occupancies and rental rates typically decline in an economic downturn.
Southwood's share of the net operating income {or loss, if any) from leases associated with those
buildings could be adversely impacted by a downturn in the local economy and commercial real estate
market.

Southwood's investment in one or more joint ventures may be jeopardized if the debt financing
secured by the properties of those joint ventures cannot be refinanced or otherwise satisfied on
acceptable terms.

Southwood holds a 50% interest in four joint ventures, each of which owns land and three of which
own a commercial office building, subject to a mortgage note with various financial institutions. The
mortgage notes are not included in our consolidated balance sheets. Each of the notes is secured by the
underlying. real property.-In-addition; Southwood is contingently liable on one-half of the outstanding
balance of two of the mortgage notes, and as such, it has issued a guarantee to the mortgagee for its share
of the guaranteed indebtedness. Southwood'’s investment in one or more joint ventures may be jeopardized
if the debt financing secured by the propemes of those joint ventures cannot be refinanced or otherwise
satisfied on acceptable terms. :

Other Risks
There is a limited trading market for our common stock you may not be able to resell your shares
at or above the price you pay for them.

Although our common stock is. listed for trading on the Nasdaq National Market, the trading in our
common stock has substantially less liquidity than many other companies quoted on the Nasdaq National
Market. A public trading market having the desired characteristics of depth, liquidity and orderliness
depends on the presence in the market of willing buyers and sellers of our common stock at any given
time. This presence in turn depends on the individual decisions of investors and general economic and
market conditions over which we have no control. As a consequence of the limited volume of trading in
our common stock, a sale of a significant number of shares of our common stock in the open market could
cause our stock price to decline.
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We are subject to anti-takeover measures that may be used by existing management to discourage,

_delay or prevent changes of control that might benefit non-management shareholders.

Classified Board of Directors. We have a classified Board of Directors, which means only one-third
of the directérs-ar¢ elected each year. A classified board can make it harder for an'acquirer to gain control
by voting its candidates onto the Board of Directors and may also deter merger proposals and tender
offers. At least two annual meetings of shareholders, instead of one, will generally be required to effect a
change in a majority of the board.

Authorized Shares. Our Articles of Incorporation authorize the issuance of 11,500,000 shares of
common stock and 115,000 shares of preferred stock. The shares of common stock and preferred stock
were authorized in an amount greater than intended to be issued to provide our Board of Directors with as
much flexibility as possible to effect, among other transactions, financings, acquisitions, stock dividends,
stock splits and employee stock option grants. However, these additional authorized shares may also be
used by the Board of Directors to deter future attempts to gain control of us. The Board of Directors has
sole authority to determine the terms of any one or more series of preferred stock, including voting rights,
conversion rates and liquidation preferences. As a result of the ability to fix voting rights for a series of
preferred stock, the board has the power to issue a series of preferred stock that would have the effect of
discouraging or blocking a post-tender offer merger-or other transaction by a third party.

Shareholder Rights Plan. Our Board of Directors has adopted a shareholder rights plan. The nights
plan is intended to improve the bargaining position of our Board of Directors. in the event of an
unsolicited offer to acquire our outstanding common stock. Under the terms of the rights plan, a preferred
stock purchase right is attached to each share of our outstanding 'common stock -that is -currently
outstanding or becomes outstanding before the rights become exercisable, are redeemed or expire. The
rights will become exercisable only if an individual or group has acquired or obtained the right to acquire
or announced a tender or exchange offer that if consummated would result in such individual or group
acquiring beneficial ownership of 15% (as amended from 10% effective August 10, 2006) or more of our
outstanding common stock. Upon the occurrence of a triggering event, the rights will entitle every holder
of our common stock, other than the acquirer, to purchase our stock or stock of our successor on terms
that would likely be economically dilutive to the acquirer. Qur Board of Directors, however, has the
power to amend the rights plan so that it does not apply to a particular acquisition proposal or to redeem
the rights fora nominal value before they become exercisable. We believe these features will likely
encourage an acquirer to negotiate with our Board of Directors before commencing a tender offer or to

condition a tender offer on the board taking action to prevent the rights from becoming exercisable.

26




Supermajority Shareholder Approval May be Required for Fundamental Transactions with an
“Interested Shareholder.” Our Articles of Incorporation require that certain fundamental transactions

must be approved by the holders of two-thirds of each class of stock entitled to vote and two-thirds of the

total number of shares entitled to vote, unless a majority of “disinterested directors™ has approved the
transaction and other specified conditions are satisfied, in which case the required shareholder approval
will be the minimum approval required by applicable law. The transactions that are subject to this
provision are various fundamental transactions between us and an “interested shareholder” or an affiliate
of that shareholder. These transactions include certain sales or other dispositions of our assets, certain
issuances of our capital stock, certain transactions involving our merger, consolidation, division,
reorganization, dissolution, liquidation or winding up or certain amendments of ‘our Articles of
Incorporation or bylaws. We believe that the interested shareholder provision will likely encourage an
acquirer to negotiate with the Board of Directors before commencing a tender offer.

Approval-of the New Hampshire PUC would be required for any acquisition of us,-and the New
Hampshire PUC would consider factors other than what is in the best interest of our shareholders.

Our water utility subsidiaries are regulated by the New Hampshire PUC. The New Hampshire PUC
takes the position that under New Hampshire law, water utility holding companies may not be acquired
unless and until there is an order of the New Hampshire PUC approving the acquisition. In practice,
companies acquiring water utility holding companies in New Hampshire have typically sought New
Hampshire PUC approval as a condition of any transaction. The New Hampshire PUC may approve an
acquisition only if it determines that the acquisition will not have an adverse effect on rates, terms, service
or operation of the utilities and is lawful, proper and in the public interest.
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Item 1B. UNRESQLVED STAFF COMMENTS

None.

!
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~ Item 2. PROPERTIES

Office Buildings -

‘We own a building in Nashua which serves as an operations center and storage facility for our
construction and maintenance activities. See Item 1 above for additional information. Except as noted in
“Note 3- Debt” in the accompanying Notes to the Consolidated Financial Statements included in Item 8 of
this Form 10-K Report, there are no mortgages or encumbrances on our properties.

Water Supply Facilities

Our principal properties are located in Nashua, New Hampshire, with the exception of several
source-of-supply land tracts which are located in the neighboring towns of Amherst, Merrimack and
Hollis, New Hampshlre In addition, we own four impounding dams which are situated on the Nashua and
Merrimack border. '

The location and general character of our prlnmpai plant and other materially important physmal
properties are as follows:

1. Pennichuck Pond, Holt Pond, Bowers Pond, Harris Pond and Supply Pond and related
impounding dams comprise the chief source of water supply in Nashua, New
Hampshire.

2. A conventional treatment plant using physical chemical removal of suspended solids
and sand and carbon fiitration with arated capacity of 35 mgd, located in Nashua, New
Hampshire.

3. A raw water intake andi pumping facility located on the Merrimack River in
Merrimack, New Hampshire. Pennichuck Water has a permit from the Army Corps of
Engineers to withdraw up to 30 mgd of water from the Merrimack River at this intake.
The existing pumps are capable of providing up to 16.2 mgd. This supplémental water
supply provides an additional source of water during dry summer periods and will
provide a long-term supply for. Pennichuck Water’s service area.

4. Approximately 672 acres of land located in Nashua and Merrimack which are owned
and held for watershed and reservoir purposes. '

-5. Thirteen water storage reservoirs having a total storage capacity of 22.1 million
gallons, six of which are located in Nashua, two in Amherst, one in Bedford, one in
Derry, one in Litchfield, one in Pelham and one in Hollis, New Hampshire.

6. A 900,000 gallon per day gravel-packed well located in Amherst, New Hampshire.

-~

The sources of supply for Pennichuck East consist of a well system, owned by the Town of Hudson,
in Litchfield, New Hampshire, purchased water from the Manchester Water Works, Hooksett Village
Water Precinct, the Town of Derry, the Town of Raymond, or individual bedrock wells. Pennichuck East
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-

has entered into long-term water supply agreements to obtain water from Hudson and Manchester Water
Works. '

Pittsfield owns the land surrounding Berry Pond and it treats the water from this Pond through a .5
mgd water filtration plant located in Pittsfietd, New Hampshire. Berry Pond serves as the sole source of
supply for Pittsfield. B ’

Water Distribution Facilities

The distribution facilities of the Company’s regulated water companies consist of, among other
assets, the following: : .

". Pennichuck Pennichuck

. ' Water ‘East . Pittsfield Total
Transmission & distribution }
mains (in miles) 434 . 129 o 39 602
Service Connections 25,399 . 5,060 1,693 32,152
Hydrants - -2,347 470 67 2,884

Land Held for Future Development

At December 31, 2006, the remaining portfolio of land held for future development aggregated
approximately 450 acres. Titles to these properties are held in the name of either Pennichuck Corporation
or Southwood Corporation, and are managed by Southwood. The portfolio is comprised of 8 separate
parcels. One parcel, aggregating approximately 40 acres, is located within the municipality of Nashua,
New Hampshire, and the remaining 7 parcels, aggregating 410 acres, are located within the municipality
of Merrimack, New Hampshire. - :

The entire portfolio of land held for future de.velopment is classified under “current use” status,
resulting in an assessment that is based on the property’s actual use and not its highest or best use.




Item 3. LEGAL PROCEEDINGS

On March 25, 2004, the City of ‘Nashua, New Hampshire (the “City”) filed a petition with the New
Hampshire Public Utilities Commission (the “New Hampshire PUC”) under the New Hampshire utility
municipalization statute, NHRSA Ch. 38, seeking to take by eminent domain all of the utility assets of the
Company’s three utility subsidiaries. Under NHRSA Ch. 38, if the New Hampshire PUC makes a finding
that it is in the public interest to do so, a municipality may take the assets of a utility providing service in
that municipality. The New Hampshire PUC is also charged with determining the amount of
compensation for the assets that it finds is in the public interest for the municipality to take. On January
21, 2005, the New Hampshire PUC issued an order ruling, among other things, that (1) the City does not
have the legal authority to pursue a taking of the assets of the two Pennichuck utility subsidiaries that
provide no service in Nashua, Pennichuck East Utility, Inc. and Pittsfield Aqueduct Company, Inc. and
(2) the City does have the legal authority to pursue a potential taking of all of the assets of Pennichuck
Water Works, Inc., subject to a determination by the New Hampshire PUC as to what portion of those -
assets, if any, it is in the public interest for the City to take. Please see Item 1 for a discussion of the
background of the proceeding, the issues and uncertainties associated with the proceeding, and the
possible outcomes of the proceeding. :

As described above, the eminent domain trial before the New Hampshire PUC began on January 10,
2007 but was subsequently suspended by agreement of the parties to allow the City and Pennichuck to
engage in settlement discussions. If a settlement cannot be reached, the hearing has been scheduled to
resume in June 2007. ‘ :

If the City ultimately is successful in obtaining a determination by the New Hampshire PUC that it
should be allowed to take some or all of Pennichuck Water’s assets, the City is not required under
NHRSA Ch. 38 to complete the taking and could ultimately choose not to proceed with the purchase of
the assets. The Company cannot predict the ultimate outcome of these matters. It is possible that, if the
acquisition efforts of the City are successful, the financial position of the Company would be materially
impacted.

Prior to the City’s filing of its eminent domain case at the New Hampshire PUC, the Company filed
a Petition for Declaratory Judgment in New Hampshire Superior Court seeking a determination that the
City had waited too long to seek condemnation authority from the New Hampshire PUC after obtaining a
public vote on November 26, 2002 regarding municipalization .of water utility assets as well as a
determination that NHRSA Ch. 38 was unconstitutional on a number of grounds and, later, that the New
Hampshire PUC proceeding ultimately filed by the City exceeded the scope of the assets that were
properly the subject of an attempted taking by the City under NHRSA Ch. 38. On September 1, 2004, the
Superior Court ruled adversely to the Company on a number of these issues, deferred to the New
Hampshire PUC with regard to the issue relating to the scope of the assets that the City could seek to
acquire, and determined that one of the constitutional claims raised by the Company should be addressed
only after the proceeding at the New Hampshire PUC had concluded. On November 16, 2005 the New
Hampshire Supreme Court issued a ruling upholding the decision of the Superior Court.

In addition to its efforts to obtain declaratory relief, the Company also brought suit against the City
in New Hampshire Superlor Court to obtain monetary damages that the Company believes resulted from
the City’s efforts to acquire some or all of the assets of the Company. The City removed the case to
United States District Court for the District of New Hampshire and then sought to have the case dismissed
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in its entirety. On September 13, 2004, the District Court dismissed the Company’s federal law claims
without prejudice .on the basis that the Company had not yet exhausted its available state law remedies
and remanded the case to New Hampshire Superior Court for consideration of the Company’s state law
claims. On December 1, 2004, the Superior Court dismissed the remainder of the case without prejudice

on the basis that the claim for damages was premature and-giving the Company the right to refile the case -

at a later date depending on the outcome of the proceeding before the New Hampshire PUC.

Please see Item 1A for a discussion of the risks and uncertainties associated with this proceéding.
\ .




Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

During the fourth quarter of the fiscal year covered by this Form 10-K Report, no matters were
submitted to a vote of security holders. .
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PART Il

Item 5. MARKET FOR REGISTRANT’S COMMON EQUITY RELATED STOCKHOLDER -

MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

QOur common stock is listed on the Nasdaq National Market and trades under the symbol “PNNW.”
On March 5, 2007, there were approx1mately 657 holders of record of the 4,219,465 shares of our
common stock outstanding. The closing price per share of our common stock on March 5, 2007 was
$23.40. The following table sets forth the comparative market prices per share of our common stock
based on the high and low closing sale prices as reported on the Nasdaq National Market during the
applicable periods and the dividends declared by the Company during those periods.

Dividends

Period . - Low .. High  Declared

2006 . | L

" Fourth Quarter : $ 1758 $  .21.15  § .16500
Third Quarter , 17.10 20.40 -.16500
Second Quarter 19.34 - 25.04 16500
First Quarter ‘ 20.28 25.74 16500

2005 ’ _ ) ‘ _
Fourth Quarter . . h 1920 % 21.80 § . .16500
Third Quarter 19.25 21.92 16500
Second Quarter - . 18.40 2096 16500
First Quarter 18.60 - 20.10 16125

We expect to continue to pay comparable cash dividends in the future, subject to the terms of our

debt agreements. Certain covenants in Pennichuck Water’s and Pennichuck East’s loan agreements as’

well as our Bank of America revolving credit loan agreement effectively restrict our ability to upstream
common dividends from Pennichuck Water and Pennichuck East as well as to pay common dividends to
our sharcholders.

" Several of Pennichuck Water’s loan agreements contain a covenant that requires Pennichuck Water
to maintain a minimum net worth of $4.5 million. At December 31, 2006, Pennichuck Water’s net worth
was $38.1 million. One of Pennichuck East’s loan .agreements contains a covenant that -requires
Pennichuck East to maintain a minimum net worth of $1.5 million. At December 31, 2006, Pennichuck
East’s net worth was $4.7 million. Additionally, our Bank of America revolving credit loan agreement
contains a covenant that requires we maintain a minimum consolidated tangible net worth of $35.0
million plus equity proceeds subscquent to December.31, 2005. At December 31, 2006 our consolidated
net worth was $44.5 million.

See Note 3 of the accompanying Notes to Consolidated Financial Statements for further discussion
regarding these and other debt covenants. ] N '

The following graph provides a comparison of the yearly cumulative total shareholder return on the
common stock of the Company for the last five years with the yearly cumulative total return on the
Standard & -Poor’s 500 Index and the average yearly cumulative total return of an industry peer group
over the same period, assuming a $100 investment on December 31, 2001. All of these cumulative
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returns are computed assuming the reinvestment of dividends at the frequency with which dividends were
paid during applicable years. Historical stock performance during this period may not be indicative of
- future stock performance.

| COMPARISON OF CUMULATIVE FIVE YEAR TOTAL RETURNI
l N
$200 : o
$150
$100 ¢
$50 :
$0 . S _ : . i . '
Dec01 Dec02 Dec03 Dec04 Dec05 ~ Dec06
—— PENNICHUCK CORP —O—S&P 500 INDEX —— PEER GROUP—|
Base
Period
Company Name / Index 12/31/01  12/31/02 12/31/03 12/31/04 12/31/05 12/31/06
PENNICHUCK CORP 100 110.34°  111.53  106.29 11465  117.12
S&P 500 INDEX 100 - 77.90 10025 11115  116.61 135.03

- PEER GROUP *- . : 100 95.74 122.25 140.78 184.07 184.40

* The Peer Group companies consist of American States Water Co., Aqua America Inc.,
Artesian Resources Corporation, BIW Ltd., California Water Service Group, Connecticut
Water Service Inc., Middlesex Water Company, Pennichuck Corporation, SJW Corporation,
Southwest Water Company and The York Water Company.

It should be noted that this graph represents historical stock performance and is not
necessarily indicative of any future stock price performance. Equity plan information required
by this item will appear under “Equity Compensation Plans” in the Proxy Statement which we
intend to file with the SEC within 120 days after the end of our fiscal year ended December 31
2006. Such mformatlon is incorporated by reference into this Form 10-K Report.
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Item 6. SELECTED FINANCIAL DATA .

We have derived the selected historical financial data as of and for each of the years presented from
our audited financial statements and relatéd notes. You should read the information below in conjunction
with our historical financial statements and related notes and our “Management’s Discussion and
Analysis of Financial Condition and Results of Operations™ appearing in this Form 10-K Report. Stock
information has been adjusted to reflect the four-for-three stock splits effected June 1, 2005.

For the Year Ended December 31,

2006 2005 2004 2003 2002
' {$000’s, except share and per share data)
Statements of Income:
Operating revenues:
. Water utility .
operations $ 21,974 21,551 § 19,6017 § 18,680 § 18,830
Water management
services 2,334 2,051 1.932 1,702 1,459
Real estate operations 106 206 1,304 532 2,606
Other . 67 56 55 57 45
Total operating
revenues 24,481 23,864 22,892 20,971 22,940
Operating expenses: ’
Water utility .
operations’ 18,246 16,839 15,192 14,567 12,785
Water management
Services 2.093 1,818 1,341 1,521 1,258
Real estate operations 215 - 218 282 104 1,750
Other 274 T 158 28 1 (19)
Total operating
expenses 20,828 19,033 16,843 16,193 15,774
Operating income 3,653 4,831 6,049 4,778 7,166
Eminent domain and '
regulatory
investigation expenses (2,355) (2,391) (1,364) (1,114) (1,946)
Net earnings (loss) from . .
investments )
accounted for under the
equity method (34) 15 195 417 482
* Other income, net 713 4] 31 56 65
Allowance for funds used .
during construction 1,015 318 93 4 —
Interest income 428 226 3 12 148
Interest expense {2,501) (2.275) (2,048) (1,985) (2,126)
Income before provision
- for income taxes 919 765 2,959 2,168 3,789
Provision for income taxes (349) (291) (1,140) (888) (1,450)
Minority interest — 3 1 (33) 2
Net income . $ 570 § 477 § 1,820 § 1,247  § 2,341
Earnings pet common n
share (diluted) 5 0.14 8 013 8 057 §% 039 3% 0.73
Weighted average shares :
outstanding (diluted) 4,215,724 3,709,962 3,211,487 3,197,597 3,215,708
" Cash dividends declared 2
per common share $ 0.66 $ 0.66 $ 065 3% 0.63 §. 0.61
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As of December 31,
2006 2005 2004 2003 2002

(000°s)

Balance Sheets: . )
Property, plant and equipment, at original cost less

accumulated depreciation. ' $123,482 $102,093 $90.886 $85,727 §79,672

Total assets . 144,905 133,586 102,127 97,210 90,982
Line of credit ' — — . 3,800 2,000 —
Current portion of long term debt 474 118 9,889 368 354
Long-term debt including current portion 48,170 41,456 26,835 27,247 27214
Shareholders’ equity , 44,550 45636 30,151 30,172 30,433
Total capitalization including line of credit 92,720 87,092 60,786 39419 57,647

(1) Includes $0.49 per share effect of sales of real estate for $2.6 million in 2002,

{2} Includes a one-time special dividend of $0.02475 per share that we declared in 2002 in connection with the Aqua America
merger agreement that we terminated in February 2003.
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Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Introduction

~ We are a non-operating holding company whose income is derwed from the ‘earnings of our five
wholly ownéd subsidiaries. We are engaged primarily in the collection, storage, treatment and distribution
of potable water for domestic, industrial, commercial and fire protection service in southern and central
New Hampshire through our three utility subsidiaries: Pennichuck Water, Pennichuck East and Pittsfield.
Our water utility revenues constituted 89.8% of our consolidated revenues in 2006. Pennichuck Water,
our principal subsidiary which was established in 1852, accounted for 69.9% of our 2006 consolidated
revenues. Pennichuck Water’s franchise area presently includes the City of Nashua, New Hampshire and
10 surrounding municipalities.

Our water subsidiaries are regulated.by the New Hampshire Public Utilities Commission (“New
Hampshire PUC") and must obtain New Hampshire PUC approval to increase their water rates to recover
- increases in operating expenses and to obtain the opportunity to earn a return on investments in plant and
equipment. New Hampshire law provides that utilities are ‘entitled to charge rates which permit them to
earn a reasonable return on the cost of the property employed in serving its customers, less accrued
depreciation, contributed capital and deferred income taxes (“Rate Base”). The cost of capital
permanemly employed by a utility in its utility business marks the minimum rate of return which a utility
is lawfully entitled to earn on its Rate Base. Capital expenditures-associated with complying with federal
and state water quality standards have histortcally been recognized and approved by the New Hampshire
PUC for inclusion in our water rates, though there can be no assurance that the New Hampshire PUC will
approve future rate increases in a timely or sufficient manner to cover our capital expenditures. - '

- The businesses of our two other subsidiaries are.non-regulated water management services and real
estate development and investment. Service Corporation provides various non-regulated water-related
monitoring, maintenance, testing and compllance reporting services for water systems for various towns,
businesses and residential communities in and around southern and central New Hampshire. Tts most
significant contracts are with the Town of Hudson New Hampshlre and the Town of Sallsbury,
Massachusetts.

Southwood is actively engaged in real estate planning, development and management of residential,
commercial, industrial and retail properties. Historically, most of Southwood’s activities were conducted
through real estate joint ventures. During the past 10 years, Southwood has participated 1 in four residential
joint ventures with John P. Stabile 11, a local developer. Southwood’s earnings have from time to time
during that period contributed a significant percentage of our consolidated net income. Southwood’s
contributions from the sale of real estate have increased the fluctuations in our net income during that
period. We expect that Southwood will contribute a smaller proportion of our future revenues and
earnings. - : : -

As you read Management’s Discussion and Analysns please refer to our Consolidated Financial

Statements and the accompanying Notes to Consohdated Financial Statements in Item 8 of this Form
10-K Report.
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Forward-Looking Statements

Certain statements in this Management’s Discussion and Analysis are forward-looking statements
within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934 and are made based upon, among other things, our current assumptions,
expectations and beliefs concerning future developments and their-potential effect on us. These forward-
looking statements involve risks, uncertainties and other factors, many of which are outside our control,
that may cause our actual results, performance or achievements to be materially different from any future
results, performance or achievements expressed or implied by these forward-looking statements. In some
cases you can identify forward-looking statements where statements are preceded by, followed by, or
include the words “in the future,” “believes,” “expects,” “anticipates,” “plans” or similar expressions, or
the negative thereof. -

¥ ce 3% G

Forward-looking statements involve risks and uncertainties, and there are important factors that
could cause actual results to differ materially from those expressed or implied by these forward-looking
statements. Such factors include, among other things, whether eminent domain proceedings are successful

against some or all of our water utility assets, the success of applications for rate relief, changes in -

governmental regulations, changes in the. economic and business environment that may impact demand
for our water and real estate products, changes in capital requirements that may affect our level of capital
expenditures, changes in business strategy or plans and fluctuations in weather conditions that impact
water consumption. These risks and others are described elsewhere in this Form 10-K Réport, including
particularly under the caption “Risk Factors.” We undertake no obligation to publicly update or revise any
forward-looking statements, whether as a result of new information, future events or otherwise.

Events-Significantly Affecting Our Earnings During Recent Years

Overview. Our earnings during the five year period ended December 31, 2006 were significantly
affected by the following events that occurred during one or more years of that period:

= Sales of land by Southwood, which were especially significant in 2002 and 2004;
*  Sale of a cell tower lease in November 2006; | .

* Increased recorded amounts of AFUDC as a result of the ongoing construction of our
water treatment plant; ,

+ - Expenses related tothe merger agreement that we entered into in April 2002 with Aqua
America Inc. (formerly known as Philadelphia Suburban Corporation) and terminated
in February 2003;

+  QOur actions to oppose ongoing efforts by the City of Nashua, New Hampshire that
began in 2002 to acquire all or a significant portion of Pennichuck Water’s assets
through an eminent domain proceeding under New Hampshire utility law; and

»  Defense and settlement costs related to parallel investigations by the U.S. Securities and
Exchange Commission (the “SEC”) and the New Hampshire Bureau of Securities
Regulation (the “Bureau™) that were conducted primarily in 2003 and settled in
December 2004.

\
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Southwood Real Estate-Related Revenues. Our revenues and earnings were positively affected by
sales of Southwood land during four of the past five years. The following table sets forth the amount of
revenues that we recognized during each year in the 2002 to 2006 period attributable to those land sales
and the percentage that those revenues represented of our total revenues during each of those years.

% of
. . . Southwood Consolidated
Year - Land Sales Revenues
: ($000’s)
2002 - -$ - 2,505 = 11.1%
2003 ' 532 2.5%
2004 ' ' 1,224 T 53%
2005 : [ o " 0.0%
2006 ) 35 0.1%

We expect that Southwood’s revenues from land sales will constitute a relatlvely minor percentage of our
future consolidated revenues. -

Terminated Merger Agreement. We entered into an agreement in April 2002 to be acquired ina.
merger with Aqua America Inc. In February 2003, before the merger was submitted to our sharcholders,
we agreed with Aqua America to abandon the proposed transaction, because of actions taken by the City
of Nashua, summarized below, to attempt to acquire all or a significant portion of Pennichuck Water’s
assets by eminent domain. We incurred $1.9 million and $231,000 of merger-related expenses that we
recognized in 2003 and 2002, respectlvely

City of Nashua s Ongoing Emment Domain Proceeding. The City of Nashua’s Mayor stated his
opposition :to our proposed merger with Aqua America almost immediately after we announced it. In
January 2003, Nashua residents approved a referendum authorizing the City to pursue the acquisition of
our assets by eminent domain or otherwise. In March 2004, as part of the eminent domain process, the

" City filed a petition with the New Hampshire PUC seeking approval to acquire all of our water utility
assets, whether or not related to our Nashua service area. The eminent domain proceeding and potentlal
consequences for us are described elsewhere in this Form 10-K Report.

We have vigorously .opposed the efforts of the City to acquire our assets by eminent domain and
intend to continue to do so, although we have publicly stated our desire to work with the City toward a
fair and equitable solution. The New Hampshire PUC commenced a hearing on the merits of the City’s
petition in January 2007. As described elsewhere in this Form 10-K Report, the hearing has been
suspended to allow the City and Pennichuck to engage in settlement discussions. If a settlement cannot be
reached, the hearing has been scheduled to resume in June 2007. Our eminent domain related expenses in
2004, 2005 and 2006 were $1.2 million, $2.4 million, and $2.4 million respectively.

N
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On January 16, 2007, the Company and the City announced that they had entered into an agreement
to request at least a 120-day suspension of the eminent domain proceedings, including the ongoing
hearings then pending before the New Hampshire PUC. The suspension request was unanimously
approved by the New Hampshire PUC.

Pennichuck and the City have agreed to suspend the eminent domain proceedings in order to
conduct confidential discussions regarding a possible comprehensive settlement that could involve
Nashua’s acquisition of some or all of the assets of Pennichuck or one or more of its subsidiaries, or
alternatively the shares of Pennichuck stock. Pennichuck and the City have also agreed to seek an
extension of the suspension of the New Hampshire PUC proceeding for an additional 60 days or more,
subject to New Hampshire PUC approval, if such an extension may facilitate a comprehensive settlement.
As part of the suspension agreement, the City made a $250,000 cash payment to Pennichuck. There can
be no assurance, however, that Pennichuck and the City will be able to negotiate a mutually acceptable
settlement. !

SEC and New Hampshire Investigations and Settlement. We and our former President and Chief
Executive Officer were the subject of paralle] investigations by the SEC and the New Hampshire Bureau
of Securities Regulation (*the Bureau™) that began in early 2003 and late 2002, respectively, as disctosed
in previous filings, including the Company’s Annual Report on Form 10-K for the year ended December
31,200s. ) :

Effective December 16, 2004, the SEC and the Bureau entered into settlements with the former
President and us. Under the terms of the New Hampshire settlement, the Company’s shareholders as of
March 31, 2003 received a payment totaling $280,000 as of March 1, 2005, The former President was
financially responsible for $160,000 of that amount and the Company was responsible for the balance.
The Company’s investigation-related expenses were $162,000 in 2004, $30,000 in 2005, and $0 in 2006.

Recent Developments '

Pennichuck Water Rate Relief Filing. On May 9, 2006, Pennichuck Water filed a Notice of Intent
to file rate schedules with the New Hampshire PUC primarily to recover a portion of costs incurred for its
water treatment plant upgrade project. On June 16, 2006, Pennichuck Water requested a permanent rate
increase designed to increase annual revenue by 15.9%, or approximately $2.7 million to be effective on
August 1, 2006. Additionally, Pennichuck Water requested a step increase of approximately $3.4 million,
or 20.6%. On September 22, 2006, the New Hampshire PUC approved a settlement between the staff of
the New Hampshire PUC and Pennichuck Water regarding Pennichuck Water's request for temporary rate

trelief. The terms of the settlement, as approved, provide for an annualized increase in Pennichuck Water's
revenues of approximately $2.4 million, or 14.4%, effective for service rendered on and after July 18,
2006.

On February 23, 2007, Pennichuck Water received testimony from the New Hampshire PUC staff
recommending a permanent rate increase of $1.34 million or 8.0%, which reflects the staff’s position on
certain operating, depreciation and amortization expenses. Staff also testified that the proposed upgrades
to Pennichuck Water’s treatment plant were reasonably necessary and consistent with the public good.
Subject to the findings of the New Hampshire PUC Audit Staff relative to the actual costs incurred for
these upgrades, Staff supports a step increase in Pennichuck Water’s rates to recover the cost of these
additions effective on or after the date of the Commission’s final order in this case. Settlement
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discussions with staff, interveners and Pennichuck Water are scheduled for March 2007 with final
héarings on the merits of the case scheduled for April 2007. The Company anticipates a final order in
May 2007.

Proposed Pennichuck East Rate Relief Filing. On March 1, 2007 Pennichuck East filed a Notice of
Intent to file rate schedules seeking an overall increase in annual revenues of approx1mately $927,000, or
22%.

Critical Accounting Policies

We have identified the accounting policies below as those policies critical to our business operations
and the understanding of the results of operations. The preparation of financial statements requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities
and revenues and expenses. We base our estimates on historical experience and on various other
assumptions that are believed to be reasonable under the circumstances. Changes in the estimates or:other
judgments included within these accounting policies could result in significant changes to the financial
statements. Our critical accounting policies are as follows.

Regulatory Accounting. The use of regulatory assets and liabilities as permitted by Statement of
Financial Accounting Standards No. 71 (“SFAS 71"), “Accounting for the Effects of Certain Types of
Regulation” stipulates generally accepted accounting principles for companies whose rates are

established by or are subject to approval by an independent third-party regulator such as the New .

Hampshire PUC. In accordance with SFAS 71, we defer costs and credits ‘on the balance sheet as
regulatory assets and liabilities when it is probable that these costs and credits will be recognized in the
rate-making process in a period different from when the costs and credits were incurred. These deferred
amounts, both assets and liabilities, are then recognized in the income statement in the same period that
they are reflected in rates charged to our water utilities” customers. In the event that the inclusion in the
rate-making process is disallowed, the associated regulatory asset or liability would be adjusted to reflect
the ‘change in our assessment or change in regulatory approval.

We did not defer the costs associated with the terminated merger agreement with Aqua America, the
City of Nashua’s ongoing eminent domain proceeding or the SEC and Bureau regulatory investigations
and settlements.

Revenue Recognition. The revenues of our water utility subsidiaries are based on authorized rates
_approved by the New Hampshire PUC. Estimates of water utility revenues for water delivered to
customers but not yet billed are accrued at the end of each accounting period. We read our-residential
customer meters generally on a quarterly basis and record revenues based on meter reading results.
Unbilled revenues from the last meter-reading date to the end of the accounting period are estimated
based on historical usage patterns and the effective water rates. The estimate of the unbilled revenue is a
management estimate utilizing certain sets of assumptions and conditions. Actual results could differ from
those estimates. Accrued unbilled revenues recorded in the accompanying consolidated balance sheets as
of December 31, 2006 and 2005 were approximately $2.0 million and $2.4 million, respectively.

“Qur non-utility revenues are recognized when services are rendered. Revenues are based, for the
" most part, on long-term contractual rates. ‘
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Pension and Other Post-retirement Benefits. Our pension and other post-retirement benefits costs
are dependent upon several factors and assumptions, such as employee demographics, plan design, the
level of cash contributions made to the plans, earnings on the plans’ assets, the discount rate, the expected
long-term rate of return on the plans” assets and health care cost trends. '

In accordance with SFAS No. 87, “Employers Accounting for Pensions” (“SFAS 87”) and SFAS
No. 106, “Employers Accounting for Post-retirement Benefits Other than Pensions” (“SFAS 106”),
changes in pension and post-retirement benefit obligations other than pensions (“PBOP”) associated with
these factors may not be immediately recognized as pension and PBOP costs in the statements of income,
but generally are recognized in future years over the remaining average service period of the plans’
participants.

As further described in Note 6 to the accompanying consolidated financial statements, we increased
the discount rate effective at December 31, 2006 to 5.75% from 5.5% in 2005 to reflect increases in long-
term market interest rates. In determining pension obligation and expense amounts, this and other
assumptions may change from period to period, and such changes could result in material changes to
recorded pension and PBOP costs and funding requirements. Further, the value of our pension plan assets,
which partially consist of equity investments, are subject to fluciuations in market returns which may
result in increased or decreased pension expense in future periods. These conditions impacted the funded
status of our pension plan at both December 31, 2006 and 2005, and therefore, will also impact pension
expense for 2007. '

. Our pension plan currently meets the minimum funding requirements of the Employee Retirement
Income Security Act of 1974, Although we are not required to make contributions to the plan, we
anticipate that we will contribute approximately $490,000 to the plan during 2007.

Results of Operations—General

In this section, we discuss our 2006, 2005 and 2004 results of operations and the factors affecting
them, Qur operating activities, as discussed in greater detail in Note 12 to the Notes to Consolidated
Financial Statements, are grouped into three primary business segments as follows:

+  Water utility operations,
«  Water management services, and

* Real estate operations.

Our consolidated revenues tend to be significantly affected by weather conditions experienced
throughout the year and in past years have been significantly affected by sales of major real estate parcels
which occurred from time to time. Water revenues are typically at their lowest point during the first and
fourth quarters of the calendar year. Water revenues in the second and third quarters tend to be greater
because of increased water consumption for non-essential usage by our customers during the late spring
and summer months.
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Results of Operations—2006 Compared to 2005

Overview. For the year ended December 31, 2006, our consolidated net income was $570,000,
compared to net income of $477,000 in 2005. On a per share basis, basic income per share for 2006 was
$.14 as compared to $.13 per share for 2005. The slight improvement in consolidated net income for the
year ended December 31, 2006 was attributable to higher amounts- of AFUDC due to increased
construction activity, predominantly the upgrade of our water treatment plant, and other income (sale of a
cell tower lease and a Directors and Officers insurance settlement payment), partially offset by a decrease
in water utility operating income. '

Our consolidated revenues for the year ended December 31, 2006 were $24.5 million, compared to
$23.9 million in 2005. The increase in the Company’s combined revenues was primarily attributable to
rate relief granted in July 2006 and April 2005 for Pennichuck Water, and February 2006 for Pennichuck
East, as well as 5.1% combined water utility customer growth, partially offset by declines in per capita
water consumption attributed primarily to weather patterns. '

Water Utility Operations. Our water utility operations include the activities of Pennichuck Water,
Pennichuck East and Pittsfield, each of which is regulated by the New Hampshire PUC. On a combined
basis, net income of our three utilities in calendar year 2006 was approximately $1.7 million, a decrease
of 9.1% from 2005 principally due to increases in operating expenses and declines in per capita water
consumption (the latter attributed primarily to weather patterns), offset in part by customer growth.

* Qur utility operating revenues increased to approximately $22.0 million in 2006, or almost 2.0%
from 2005. For 2006, approximately 77.9%, 19.1%, and 3.0% of our total utility operating revenues were
generated by Pennichuck Water, Pennichuck East, and Pittsfield, respectively, as shown in the following
table. : : ' : -

2006 - 2005 . Change

. ‘ . - (3006°s) .
Pennichuck Water ' $ 17,111 $ 17270 $ . (159)
Pennichuck East 4,197 3,812 385
Pittsfield 666 469 . 197

Total - $ 21974 $ 21551 $ 423

The overall increase in water revenues reflects the rate relief granted in July 2006 and April 2005
for Pennichuck Water, and February 2006 for Pennichuck East, as well as-a 5.1% increase in the
combined utility customer base during the year, resulting in a total combined customer base of
approximately 32,100 as of December 31, 2006. This increase was partially offset by a decrease in
overall billed consumption of 2% compared to 2005. One reason for this decrease in consumption was
increased rainfall in our core service area, which decreases consumption of water by our customers. Total
rainfall during 2006 was 58.3 inches compared to the five-year historical average of 50.0.
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For the year ended December 31, 2006, utilit)} operating expenses increased by approximately $1.4
million, or approximately 8.4%, to approximately $18.2 million as shown in the table below.

2006 2005 Change

' ($000’s)
Operations & maintenance $ 12,817 % 11,717 8 1,100
- Depreciation & amortization 3,189 2,960 229
Taxes other than income taxes 2,240 - 2,162 78
Total $ 18,246 % 16,839 § 1,407

The operations and maintenance expenses of our water utility business include such categories as:

_* water supply, treatment, purification and pumping,

= transmission and distribution system functions, including repairs and maintenance and
meter reading, and

»  engineering, customer service, and general and administrative functions.

The combined increase in our utilities’ operating expenses over 2005 was chiefly the result of the
following:

« approximately $264,000 of increased purification and treatment costs in our .core
Pennichuck Water system, reflecting higher purchased water, power, chemical, booster
station maintenance, and labor costs;

» approximately $326,000 of increased transmission and distribution costs relating to
repair or replacement of gates, mains, meters and hydrants, supplies, fuel, and labor
costs; and

»  $315,000 of increased engineering, customer service and general and administrative
costs primarily relating to costs for employee benefits, property and casualty insurance,
and administrative salaries. '

These increased costs are expected to be embedded in our utilities” future cost of providing water
service. As such, our utilities will continue to seek future rate relief to recover these increasing costs.

For calendar year 2006, 86%, 18%, and (4)% of the combined utilities’ operating income was

provided by Pennichuck Water, Pennichuck East, and Pittsfield, respectively, compared to 89%, 10%, and
1% in 2005, '
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Water Management Services. The following table provides a breakdown of revenues from our non-
regulated waler management services operations for the years ended December 31, 2006 and 2005.

A o 2006 2005 Change

’ _ ($000’s)
Municipal contracts $ 1,515 % 1,303 § 212
Community system contracts ' 380 341. 39
Watertight program 269 . 240 29
Miscellaneous _ ' 170 167 ' 3
Total ' $ 2334 % 2,051 § 283

The $212,000 increase in contract revenues from municipal contracts primarily resulted from two
new contracts commencing in 2006: a larger contract for the Town of Barnstable, Massachusetts (Hyannis
Water System); and a smaller contract for the Town of Wilton, New Hampshire. The combined base
annual fees under Service Corporation’s municipal contracts with the Town of Hudson and the Town of
Salisbury represent approximately $823,000 and $807,000 for the years ended December 31, 2006 and
2003, respectively, with the balance of $456,000 and $496,000 representing fees earned for services
performed in addition to the base scope of services for 2006 and 2005, respectively.

5\

Contract revenues from community system contracts for 2006 and 2005 were $380,000 and
$341,000 respectively, representing 88 operating contracts at the end of 2006 compared to 85 such
contracts at the end of 2005. For 2006 and 2005, Service Corporation revenues included $269,000 and
$240,000, respectively, for fees earned under its Watertight program. This program provides maintenance
service to residential customers for a fixed annual fee. At the end of 2006, 4,032 customers were enrolled
in this program, which was a 4.9% increase from 2005. :

Expenses associated with our contract operations were approximately $2.1 million and $1.8 million
for 2006 and 2005, respectively, comprised primarily of direct costs for servicing our various operating
contracts and allocated intercompany charges for general and administrative support for contract
operations. The approximately $275,000, or 15.1%, increase in expenses from 2005 to 2006 resulted
principally from an increase of $160,000 in maintenance expenses including the new contracts in Hyannis
and Wilton, and a $134,000 increase in allocated intercompany charges is due to a change in the
methodology that we used to allocate to Service Corporation the cost of' the resources provided by the
Company and Penmchuck Water.

‘Real Estate Opem!mns. For the year ended December '3], 2006, Southwood’s total net revenues

were $106,000 compared to $221,000 in 2005. In the table below, we show the major components of
Southwood’s revenues during 2006 and 2005.
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2006 2005

($000°s)

Operating revenue: .
Sale of timber . $ 91 § 180
Lease income — tower rental S 15 19
Other ' - 7
Total operating revenues $ 106 §$ 206
Other income (loss), net: . .
(Loss) income from unconsolidated equity investments  § 34) $ 15
- Other income — sale of Westwood Park LLC 34 —
Other income (loss), net ' $ — $ 15

The decrease in our real estate total net revenues resulted principally from reduced timber sales and
losses attributed to the Company’s 50% share of the HECOP entities, partly offset by a gain on the sale of
Westwood Park LLC. ‘

At December 31, 2006 and 2005, Southwood had a 50% ownership interest in four joint ventures
organized as limited liability companies, as discussed in greater detail under “Off Balance Sheet
Arrangements” and also under Note 4 in the Notes to Consolidated Financial Statements. The remaining
50% ownership interest in each joint venture is primarily held by John P. Stabile I, a local developer,
with whom Southwood has also participated in four residential joint ventures during the past 10 years.
Southwood uses the equity method of accounting for its investments in the joint ventures. Consequently,
Southwood’s investment is adjusted for its share of earnings or losses and for any distributions received
from the joint venture. For the year ended December 31, 2006, Southwood’s share of pre-tax (loss) from
these joint ventures was.approximately $(34,000), compared to pre-tax earnings of $15,000 for 2005. The
decline in the joint ventures pre-tax earnings resulted primarily from several tenant vacancies in the
HECOP I and HECOP Ili buildings. Southwood’s share of pre-tax earnings (loss) is included under “Net
earnings (loss) from investments accounted for under the equity method” in the accompanying
Consolidated Statements of Income.

Expenses associated with our real estate operations were $215,000 and $218,000 for the years ended
December 31, 2006 and 2003, respectively. This slight decrease was primarily attributable to a decrease
in salaries and benefits of approximately $40,000, and a reduced loss of approximately $10,000 in the
Company’s minority interest in Wesiwood Park. This decrease was largely offset by increased
intercompany charges. '

Southwood’s 2006 operating expenses consisted primarily of $75,000 in salaries and benefits,
$34,000 for general-and administrative costs, and $106,000 in aliocated- intercompany charges due to
additional Company resources utilized for the planning and development of our existing land portfolio.

Eminent Domain-Related Expenses. Our costs incurred for 2006 in defending against the City of
Nashua’s eminent domain proceeding were approximately $2.4 million, essentially unchanged from 2005,
The costs were primarily attributable to expenses incurred for legal and valuation expert advisory
services.
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Other Income. Other income for the years ended December 31, 2006 and 2005 was $713,000 and .

$41,000, respectwely The increase of $672,000 is due to the gain on the sale of a cell tower lease in
November 2006 in the amount of $405,000 and a $200,000 payment representmg a settlement with our
prior Directors and Officers insurance pr0v1der : .

Al!owance for Funds Used During Construction (“"AFUDC”). For the years ended December 31,
2006 and 2005, the Company recorded AFUDC of approximately $1,015,000 and $3 18,000, respectively.
The $697,000 increase is directly attributable to the increase in construction activity, predominantly the
upgrade of our water treatment plant, during the year ended December 31, 2006 as compared to 2005.

Interest Income. For the years ended December 31, 2006 and 2005, the Company recorded interest
income of approximately $428,000 and $226,000, respectively, which primarily relates to interest earned
on funds received from our 2005 equity and debt offermgs Wthh were temporanly invested in.money
market securities.

Interest Expense. For the year ended December 31, 2006, our consolidated interest expense was
approximately $2.5 million, compared to $2.3 ‘million in 2005. Interest expense in both years primarily
represents interest on long-term indebtedness of the' Company and our three regulated water utilities as
dlscussed in Note 3 to the Notes to Consolidated Financial Statements.

. Prowszon for Income Taxes. For the years ended December 31 2006 and 2005, the Company
recorded an income tax provision of approximately $349,000 and $291, 000 respectlvely The effective
income tax rate for both periods is 38%.

Results of -Operations—ZOOS Compared to 2004

Overview. For the year ended December 31, 2005, our consolidated net income was $477,000,
compared to net income of $1.8 million in 2004.-On a per share basis, basic income per share for 2005
was $.13 ds compared to $.57 per share for 2004, The results of operations for the year ended December
31, 2003 ‘were adversely 1mpacted by a significant increase in legal, consulting and other costs relating to
the Clty ‘of Nashua's ongoing eminent domain efforts.

. Our eminent domain related expenses, were approxnmately $2.4 million in 2005, compared to $1.2
miltion in 2004, We believe that a presentation of net income excluding these expenses is useful to
investors because it is indicative of our financial performance in the ordinary course of business. We use
net income excludmg these expenses to evaluate our financial performance because we expect that the
financial impact of these expenses has become or, in the relatively near term, will become insignificant.
We expect that the financial impact of expenses related to the eminent domain proceeding will cease

~ within the next two to three years. The material limitation associated with using this measure is that it

does not include all of the expenses required to be included by generally accepted accounting principles.
We compensate for this limitation when using this measure by comparing it directly to net income
calculated according to generally accepted accounting principles.

Our consolidated rcvenues for the year ended December 31, 2005 were $23.9 million compared to

$22.9 million in 2004. The combined revenues of the Company’s thrée utilities increased to $21.6
million, or an increase of 9.9% from 2004. The utilities’ combined operating income increased to $4.7
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million in 2005, a 6.9% increase over 2004. The increase in the Company’s combined revenues was
primarily attributable to the following: .

* apermanent rate increase approved by the New Hampshire PUC of 11.8% implemented
by Pennichuck Water in April 2005 for service rendered on and after June 1, 2004;

¢ a temporary rate increase of 9.0% approved by the New Hampshire PUC and
implemented by Pennichuck East in September 2005; and

= a2.4% increase in the combined utility customer base for the year.

Water Utility Operations. Qur water utility operations include the activities of Pennichuck Water,
Pennichuck East and Pittsfield, each of which is regulated by the New Hampshire PUC. On a combined
basis, net income of our three utilities in calendar year 2005 was approximately $1.8 million, an increase
of $263,000 from 2004 principally due to the rate relief received by two of the utility subsidiaries from
the New Hampshire PUC in 2005 as well as modest growth in our utility customer base as discussed
below.

Qur utility operating revenues increased to $21.6 million in 2005, or almost 10% from 2004. For’

2005, approximately 80%, 18%, and 2% of our total utility operating revenues were generated by
Pennichuck Water, Pennichuck East, and Pittsfield, respectively, as shown in the following table.

2005 2004 Change
($000°s)
Pennichuck Water 3 17,270 $ 15,992 $ 1,278
Pennichuck East 3,812 3,136 676
Pittsfield 469 473 (4)
Total $ 21,551  § 19,601 $ 1,950

The overall increase in water revenues reflects the rate relief granted to Pennichuck Water and
Pennichuck East during 2005 as well as a 2.4% increase in the combined utility customer base during the
year, resulting in a total combined customer base of approximately 30,500 as of December 31, 2005,
Overall billed consumption of our three utilities was relatively flat during 2005 as compared to 2004.
Total billed consumption in Pennichuck Water’s system as well as within our Pittsfield system was
slightly lower than consumption levels during 2004. Total billed consumption in Pennichuck East was
approximately 7.8% greater than 2004. Total rainfall during 2005 was nearly 58 inches compared to
almost 42 inches of rain during 2004,

In May 2003, Pittsfield filed a Notice of Intent to File for Rate Relief in which it sought an increase
in its annual revenues. That rate case was concluded in December 2003, and in January 2004 the New
Hampshire PUC granted an increase of 17.7%, representing additional annual revenues of approximately
$73,000. This rate relief was effective for water bills rendered on and after January 1, 2004. The positive
effect of this rate relief was partially offset by lower consumption due to a wetter than normal summer,

On May 28, 2004, Pennichuck Water filed a Petition for Rate Relief with the New Hampshire PUC

seeking an overall increase in its rates which would have resulted in approximately $2.3 million of
additional annual revenues. On September 30, 2004, the New Hampshire PUC granted Pennichuck Water
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temporary rate relief of 8.9%, or approximately $1.3 million in annual water revenues, effective for
service rendered on or after June 1, 2004. In March 2005, we reached a settlement with the New
Hampshire PUC staff on our requested rate relief for Pennichuck Water that we filed in May 2004. The,
rate case was concluded in April 2005 and in May 2005 the New Hampshire PUC granted an increase of
13.4% representing additional revenues of approximately $1.7 million. This rate rellef was effective for
water bills rendered on and after June 1, 2004.

For the year ended December 31, 2005, utility operating expenses increased by $1.6 million, or
10.7%, to $16.7 million as shown in the table below.

2005 2004 Change
. (3000°s)
QOperations & maintenance $ 11,717 § 10,011 $ 1,706
Depreciation & amortization _ 2,960 3,062 (102)
Taxes othe_r than income taxes _ 2,162 2,119 43
Total 3 16,839 § 15,192 $ 1,647

The operations and maintenance expenses of our water utility business include such categories as:

« water supply, treatment, purification and pumping,

= transmission and distribution system functions, mcludmg repairs and mamtenance and
meter reading, and

»  customer service and general and administrative functions.

The combined increase in our utilities” operating expenses over 2004 was chiefly the result of the
following:

+ . approximately $433,000 of increased purification and treatment costs in our core
Pennichuck Water system, reflecting higher purchased water, power, chemical and
labor costs; .

- approximately $384,000 of additional costs in allocated intercompany charges due to a
change in the methodology that the’ Company used to allocate the cost of resources
provided by the Company and Pennichuck Water, as previously approved by the New
Hampshire PUC; and

« $808,000 of increased general and admmlstratlve costs pnmanly relating to_costs for
employee benefits, property and casualty insurance and administrative salaries.

These increased costs are expected to be embedded in our utilities’ future cost of providing water
service. As such, our utilities will continue to seek future rate relief to recover these increasing costs.

For calendar yéar 2005, 89%, 10%, and 1% of the combined utilities’ operating income was
provided by Pennichuck Water, Pennichuck East, and Pittsfield, respectively, compared to 87%, 10% and
3% in 2004. ‘
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Water Management Services. The following table provides a breakdown of revenues from our non-
regulated, water-related water management services operations for the years ended December 31, 2005
and 2004. '

2005 2004 Change_
' (3000°s) o
Municipal contracts $ 1,303 0§ 1234 § 69
Community system contracts . 341 339 2
Watertight program 240 223 17 -
Miscellaneous 167 136 31

Total $ 2051 $ 1932 § 119

The $69,000 increase in contract revenues from municipal contracts primarily resulted from an
increase in unplanned work performed for the Town of Hudson, New Hampshire. The combined base
annual fees under Service Corporation’s municipal contracts with the Town of Hudson and the Town of
Salisbury represent approximately $807,000 and $786,000 for the years ended December 31, 2005 and
2004, respectively, with the balance of $496,000 and $448,000 representing fees eamed for services
performed in addition to the base scope of services for 2005 and 2004, respectively.

- Contract revenues from community system contracts for 2005 were $341,000, representing 85
operating contracts at the end of 2005 compared to 77 such contracts at the end of 2004. For 2005 and
2004, Service Corporation revenues included $240,000 and $223,000, respectively, for fees earned under
its Watertight program. This program provides maintenance service to residential customers for a fixed
annual fee. At the end of 2005, approximately 3,800 customers were enrolled in this program, which was
a slight increase from 2004, '

Expenses associated with our contract operations were $1.8 million and $1.3 million for 2005 and
2004, respectively, comprised primarily of direct costs for servicing our various operating contracts and
allocated intercompany charges for general and administrative support for contract operations. The
$477,000, or 35.6%, increase in expenses from 2004 to 2005 resulted principally from an increase of
$163,000 in marketing expenses, $56,000 for additional work performed for the Town of Hudson,
$52,000 for certain expenses that were previously recorded in the water utilities, $59,000 in allocated
intercompany charges due to a change in the methodology that we used to allocate to Service Corporation
the cost of the resources provided by the Company and Pennichuck Water, $22,000 for non-community
water systems planned maintenance, which is attributable to an additional 8 systems acquired in 2005,
$26,000 for insurance expense, and $15,000 for Town of Salisbury planned maintenance.

Real Estate Operations. For the year ended December 31, 2005, Southwood’s total net revenues

were $221,000 compared to $1.5 million in 2004. In the table below, we show the major components of
Southwood’s revenues during 2005 and 2004.
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2008 2004

. ($000°s) .
Operating revenue: : : S '
Folsom Property : ' $ — $ 1,224
Other . 206 80
Total Operating réevenues - S 206 $ 1,304
Other income: ‘ .
Income from unconsolidated equlty investments 15 195
Other income . | : $ 15§ 195

The decrease in our real estate total net revenues resulted principally from the sale of an
approximately 67 acre parcel of unimproved land located in Merrimack, New Hampshire in 2004. In
January 2003, Southwood sold this land to the Folsom Development Corporation for approximately $1.5
million. Under the terms of that sale, Southwood received approximately $257,000 in cash and a long-
term note receivable of $1.2 million. The note, which was set to mature in October 2005, carried a
floating interest rate of prime plus 1.5% and was secured by a first mortgage on the property. The note
was fully paid during the fourth quarter of 2004, resulting in recognition of the remaining gain of $1.2
million in accordance with the requirements established under Statement of Financial Accounting
Standards No. 66, “Accounting for Sales of Real Estate.” . §

At December 31, 2005 and 2004, Southwood had a 50% ownership interest in four joint ventures
organized as limited liability companies as discussed in greater detail under “Off Balance Sheet
Arrangements” and also under Note 4 in the Notes to Consolidated Financial Statements. The remaining
50% ownership interest in each joint venture is primarily held by John P. Stabile II, a local developer,
with whom Southwood has also participated in four residential joint ventures durmg the past 10 years.
Southwood uses the equity method of accounting for its investments in the joint ventures. Consequently,
Southwood’s invesiment is adjusted for its share of earnings or losses and for any distributions received
from the joint venture. For the year ended December 31, 2005, Southwood’s share of pre-tax earnings and
distributions from these joint ventures was approx;mately $15,000 and $250,000, respectively, compared
to pre-tax earnings of $195,000 and no distributions for 2004. The decline in the joint ventures pre-tax
" earnings resulted primarily from several tenant vacancies in the HECOP I and HECOP 1II buildings.
Southwood’s share of pre-tax earnings is included under “Net earnings (loss) from investments accounted
for under the equity method” in the accompanying Consolidated Statements of Income.

Southwood also has a 60% ownership in Westwood Park LLC, a consolidated joint venture formed
in 1997 to develop a tract of land in northwest Nashua. During 2003, Westwood received $150,000
representing escrowed funds from a land sale which éccurred in 2000. In January 2006, Southwood and
its partner, Winstanley Enterprises, Inc. (“Winstanley”), entered into an agreement whereby Southwood
will transfer all its remaining interests in Westwood Park LLC to Winstanley for $51,000.

Expenses associated with our real estate operations were. $218 000 and $282 000 for the years ended
December 31, 2005 and 2004, respectively. This decrease was primarily attributable to intercompany
charges due to a change in the methodology that we use to allocate to Southwood Corporation the cost of
the resources provided by the Company and Pennichuck Water. This decrease was offset in part by an
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increase in salaries and benefits in 2005. Southwood’s 2005 operating expenses of approximately
$218,000 consisted primarily of $115,000 in salaries and benefits in 2005, $86,000 for general and
administrative costs and $17,000 in allocated intercompany charges due to additional Company resources
utilized for the planning and development of our existing land portfolio.

Eminent Domain-Related Expenses. Our costs incurred in defending against the City of Nashua’s
eminent domain proceeding increased significantly in 2005 to $2.4 million from $1.2 million in 2004.
The increase was primarily attributabie to expenses incurred for legal and valuation expert advisory
services as well as a significant public information campaign opposing the City’s efforts and in litigating
several cases with the City in state and federal courts.

Merger and Other Expenses. Expenses attributable to the terminated merger agreement with Aqua
America and the SEC and Bureau investigations and settlement declined significantly in 2005 and 2004
compared to 2003. We had no merger expenses in 2004 or 2005 compared to $231, 000 in 2003, when we-
terminated the merger agreement with Aqua America.

Our expenses and settlement costs relating to the SEC and Bureau investigations decreased to
$30,000 and $162,000 in 2005 and 2004, respectively, as compared to $498,000 in 2003. Qur settlement
with the SEC and Bureau that was effective in December 2004 required a payment made on March 1,
2005 of $280,000 to our shareholders as of March 31, 2003. Our former President was ﬁnanc1ally
responsible for $160,000 of that amount, and we were responsible for the balance.

Interest Expense. For the year ended December 31, 2005, our consolidated interest expense was
approximately $2.0 million, which was consistent with 2004. Interest expense in both years primarily
represents interest on long-term indebtedness of the Company and our three regulated water utilities as
discussed in Note 3 to the Notes to Consolidated Financial Statements.

Liquidity and Capital Resources

Overview. Our primary sources of funds are cash flow from utility operations, cash proceceds from
the sale of portions of our real estate holdings, borrowings pursuant to our bank revolving credit facility
and proceeds from the sale of long-term debt and equity securities. Our primary uses of funds are capital
expenditures associated with our continuous utility construction program, dividends on our common stock
payable as and when declared by our Board of Directors and repayments of principal on our outstandmg
debt obligations, whether pursuant to scheduled sinking fund payments or final maturities.

“For the past several years, cash flows from operations have fluctuated largely based on four factors:
(1) weather, (i1) amount and timing of rate increases, (iii} gain recognized on the sale of Southwood land
as described above, and (iv) significant costs associated with the costs related to the SEC and Bureau
regulatory investigations that were settled in December 2004, and the costs associated with the Clty of
Nashua's ongoing eminent domain proceeding, each discussed in more detail above,

During 2006 and 2005, in addition to cash flow from operations, we realized a substantial amount of
net new proceeds from the sale of various debt securities totaling $23.9 million and from a public offering
of common stock totaling $17.4 million. We also generated approximately $455,000 during 2006 and
2005 through the issuance of new shares of common stock under our Dividend Reinvestment Plan and
through the exercise of stock options. :
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2007 to 2009 Capital Expenditures Program. We expect our capital expenditures to remain at
greater than historical tevels during 2007 and 2008, as discussed elsewhere in this Form 10-K Report. See
“Risk Factors” and “Our Business.” The following table summarizes our expected capital expenditures
and other funds requirements for the 2007 to 2009 period. '

2007 2008 2009

(8000°s) :
Utility — water treatment plant upgrade $ 9580 § 6,800 $ 3,470
Utility — other plant additions ' 3,740 10,640 6,150
Other : 280 800 950
~ Total $ 13,600 $ 18,240 % 10,570
2004 2005 2006
Utility — water treatment plant upgrade $ 1,948 § 4,224 § 14,704
Utility — other plant additions 4,044. 6,658 6,679
Other _ _ 121 — 12°
Total 6,113 § 10,882 § 21,395

We have embarked on a major new construction initiative, the upgrade of our water treatment plant
that is necessary in order for the plant to meet more stringent, federally mandated safe drinking water
standards. The water treatment plant project construction commenced in the second half of 2005 and is
expected to be completed by the spring of 2009. Capital expenditures associated with the water treatment
plant upgrade project were approximately $20.9 million for 2004 to 2006 and are expected to be $19.9
million for 2007 to 2009. o

In addition to the water treatment plant, we are engaged in continuous construction programs at our
utility subsidiaries primarily for water distribution system repair, rehabilitation and replacement, water
storage facility maintenance and additions, and more recently, water supply security. For the period 2004
to 2006, capital expenditures for water distribution, storage, and supply totaled $17.1 million. For the
period 2007 to 2009, comparable expenditures are expected to total $20.5 million.

The amounts shown as “Other” in the table above reflect expenditures for actual or potential
acquisitions of small regional regulated water utility systems, consistent with our record of prior
acquisitions, expenditures in our non-regulated water management services operations, and potential real
estate-related acquisitions by Southwood. ‘

'2007—2_009 External Financing Requirements. Due to the significant size of our utility construction
program in 2007-2009 as described above, we expect that only 25% to 30% of our funding requirements
will be provided by cash flow from our operations (after payment of dividends.on common stock). We
expect that the balance of our funding will be obtained through long-term debt arrangements and the
issuance of common stock. Our timing and mix of future debt and equity financing is subject to a number
of factors including, but not limited to (i) debt and equity market conditions; (ii) the need to maintain a
balanced capital structure in order to preserve financial flexibility and to manage the overall cost of
capital; and (iii) certain debt issuance covenants as contained in our outstanding loan agreements. There is
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no assurance that we will be able to complete all or any of the future debt and equity financings described
below or to complete them on a timely basis,

The receipt of timely and adequate rate relief will also be critically important in providing us cash
.flow from operations and the ability to access credit and permanent capital, both debt and equity, at
rcasonable costs and terms. We are unable, however, to predict the outcome of our future rate relief
filings.

On October 20, 2005, Pennichuck Water issued an aggregate of $49,485,000 of long-term tax-
exempt bonds through the Business Finance Authority (the “Authority”) of the State of New Hampshire,
consisting of three separate series of bonds (A through C) with coupon rates ranging from 4.7% to 5.0%
and a maturity date of October 1, 2035. On the date of issuance of the bonds, the Authority loaned the
proceeds of the Series A bonds (totaling $12,125,000) to Pennichuck Water to finance upgrades to its

water facilities. The pfoceeds of the Series B and the Series C bonds totaling $17,865,000 and

$19,495,000, respectively, were deposited in escrow on the date of issuance which, upon request by
Pennichuck Water on October 2, 2006 and October 1, 2007, respectively (or such other dates as
Pennichuck Water may request) the proceeds of the Series B bonds or the Series C bonds, as appllcable‘
will be loaned to Pennichuck Water to finance the project. Such amounts are held in escrow for the sole
benefit of the bondholders with no recourse to us until loaned to Pennichuck Water and hence we have
not recorded the associated debt as a long-term liability. We expect to draw these funds as we incur
capital expenditures for various water facilities projects, primarily the water treatment plant upgrade
project, and record the associated debt as a long-term liability in 2007 and 2008,

As permitted under the terms of the Master Agreement, Pennichuck Water borrowed, as of October
2, 2006, $6,000,000 of the proceeds of the Series B Bonds to finance a portion of the Project cost. This
portion of the Series B Bonds was designated as the “Series B-1 Bonds.” The remaining $11,865,000 of
the proceeds of the Series B Bonds, designated as the “Series B-2 Bonds,” were re-deposited into an
escrow account maintained by The Bank of New York Trust Company, N.A., as escrow agent, until April
2, 2007, or such later date as Pennichuck Water may request. Due to current confidential negotiations
with the City as well as limitations on incurring additional long-term debt under its interest coverage test,
Pennichuck Water expects that it will re-escrow the proceeds of the Series B-2 Bonds on April 2, 2007 to
October 1, 2007

As stated elsewhere in this Form 10-K Report, the Company is currently conducting
comprehensive settlement discussions with the City of Nashua regarding the ongoing eminent domain
dispute. Given the need for the substance of those settlement discussions to remain confidential, the
highly uncertain outcome of those discussions, and the likelihcod that any settlement would provide for a
transaction that would trigger an immediate mandatory redemption of outstanding debt, we do not expect
to 1ssue or remarket, while such discussions are ongoing, debt securities for which Pennichuck Water or
either of our other utility subsidiaries is liable (other than relatively small amounts of SRF loans),
Furthermore, if a settlement cannot be reached, the New Hampshire PUC hearing on the merits of the
City’s eminent domain petition is scheduled to resume in June 2007, and we would not expect the New
Hampshire PUC to rule definitively on the City’s petition before the end of the third quarter of 2007.
Given the highly uncertain outcome of such hearing, we may find that we are unable to, or elect not to,
issue or remarket such debt securities pending.the definitive ruling on the City’s petition or that we
experience a material increase in the cost that we incur in conmection with the tssuance or remarketing of
such debt.
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We believe these risks are particularly relevant to a portion of the long-term tax-exempt bonds that
were issued on our behalf in 2005 through the Business Finance Authority of the State of New
Hampshlre Of the initial $49.5 million offering, proceeds totaling approx1mately $31.4 million have
been held in escrow from the date of issuance for the sole benefit of the bondholders. The associated debt
is non-recourse to us until the proceeds are loaned to Pennichuck Water. Upon one or more requests by
Pennichuck Water, some or all of the proceeds of those bonds will be loaned to Pennichuck Water to
finance its water treatment plant upgrade and other certain other capital projects. When Pennichuck
Water borrows the bond proceeds, the associated bonds will be remarketed to-investors who will be
relying on Pennichuck Water as the source of repayment rather than the escrow fund.- If, because of the
uncertainties described above relating to the eminent domain dispute, Pennichuck Water is unabie to, or
elects not to, remarket the bonds as debt securities for which Pennichuck Water is liable, it would not be
able to borrow any of the bond proceeds then in escrow, and the associated debt would not become
Pennichuck Water’s obligation. Under these circumstances, we would expect to rely primarily_on our
bank revolving credit facility to finance Pennichuck Water's water treatment plant upgrade and other
capital projects. Our borrowing cost under that credit facility would likely be materially higher than tax-
exempt bond financing costs. Borrowings under the credit facility would also reduce our liquidity to meet
other obligations.

In addition to authorizing a tax-exempt bond financing, we have applied and will continue to apply
for long-term debt funds directly from the State of New Hampshire under the State’s Revolving Fund
program {SRF). Funds provided under the SRF loans carry long-term fixed costs at interest rates set with
reference to various Municipal Bond Indices, which rates are generally below the rates for comparable
U.S. Treasury securities of like maturity. As of December 31, 2006, we had five outstanding SRF loans
aggregating approximately $2.3 million. During 2007 we expect total draw downs of an additional 32.0
million. Also, we have commenced documentation for our sixth SRF loan, a proposed $2.5 million
commitment to fund a portion of certain Pittsfield capital improvements. We expect to have a document
closing on our sixth SRF loan in the second quarter of 2007 and to.begin draw downs later in 2007.

f
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Significant Financial Covenants

Our $16 million revolving credit facility with Bank of America, which matures June 30, 2009,
contains three financial maintenance tests which must be met on a quarterly basis. These maintenance
tests are as follows:

(1) our Fixed Charge Coverage Ratio must exceed 1.2x;

(2) our Tangible Net Worth must exceed $35.0 million, plus new equity issued subsequent
to December 2005; and

(3) our Funded Debt (less certain cash and short-term investment balances, if any) must
not exceed 60% of our Total Capitalization,

Also, various Pennichuck Water and Pennichuck East loan agreements contain tests that govern the
issuance of additional indebtedness. These issuance tests are as follows:

(1) to issue short-term debt, our Total Debt must not exceed 65% of our Total Capital
(unless the new short-term debt is subordinated to existing debt);
(2) to issue long-term debt, our Funded Debt must not exceed 60% of our Property
. Additions; and
(3) to issue long-term debt, our Earnings Available for Interest divided by our Interest
Expense must exceed 1.5x.

On August 24, 2006, Pennichuck Water implemented a legal defeasance transaction for its
outstanding $780,000 New Hampshire Industrial Development Authority 7.50% 1988 Series tax-exempt
bonds ("1988 Series Bonds"). Pennichuck Water placed U.S. treasury securities in an irrevocable escrow
account with The Bank of New York, the Bond Trustee, in an aggregate amount sufficient to provide for
all remaining scheduled principal and interest payments on the 1988 Series Bonds. This defeasance
transaction discharged all future Pennichuck Water obligations with respect to the 1988 Series Bonds, and
Pennichuck Water will no longer record the debt in its financial statements. In addition, Pennichuck
Water will no longer be subject to the covenants under the 1988 Series Bonds, one of which restricted
Pennichuck Water from issuing long-term debt uniess Pennichuck Water's earnings avallable for interest
divided by its interest expense exceeded 175%.

Certain covenants in Pennichuck Water’s and Pennichuck East’s loan agreements as well as our
Bank of America revolving credit loan agreement effectively restrict our ability to upstream common
dividends from Pennichuck Water and Pennichuck East as well as to pay common dividends to our
shareholders. Several of Pennichuck Water’s loan agreements contain a covenant that requires
Pennichuck Water to maintain a minimum net worth of $4.5 million. At December 31, 2006, Pennichuck
Water’s net worth was $38.1 million. One of Pennichuck East’s loan agreements contains a covenant that
requires Pennichuck East to maintain a minimum net worth of $1.5 million. At December 31, 2006,
Pennichuck East’s net worth was $4.7 million.

As of December 31, 2006, we were in compliance with all of our financial covenants; however our
ability to incur additional long-term debt under our interest coverage test is currently limited to relatively
small amounts of SRF loans. Our ability to incur significant additional long-term debt and to continue to
satisfy these tests depends, among other factors, on receipt of timely and adequate rate relief.
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Off Balance Sheet Arrangements

At December 31, 2006 and 2005, Southwood had a 50% ownership interest in four joint ventures
organized as limited liability companies. The remaining 50% ownership interest in each of the joint
ventures. is primarily held by John P. Stabile 1I, a local developer with whom Southwood has also
participated in four other residential joint ventures during the past ten years. The formation of these joint
ventures provides Southwood with an opportunity to develop its landholdings in such a manner as to
provide for a long-term income stream through commercial rental activities. Additionally, the joint
ventures, as legal entities, mitigate the financial risk associated with sole ownership of developed
commercial properties by Southwood. The joint ventures, whose assets and liabilities are not included in
the accompanying Consolidated Balance Sheets, own certain commercial office buildings on which there
are outstanding mortgage notes totaling $9.5 million and $9.8 million as of December 31, 2006 and 2005,
respectively. The mortgage notes are each secured by the underlying property. In addition, Southwood is
contingently liable on one-half of the outstanding balances of two of the three outstanding mortgages, and
as such, it has issued a guarantee to the mortgagee for its share of the guaranteed indebtedness. At
December 31, 2006, Southwood was contingently liable on approximately $3.1 million of mortgage
indebtedness associated with the limited liability companies. In addition, if either HECOP Il or HECOP
111 defauits on its indebtedness, Southwood’s investment in the other HECOP will be al risk, because each
of HECOP I1 and 11l has guaranteed the indebtedness of the other. Southwood’s investments in HECOP
I-1Il had an aggregate carrying value of $474,000 as of December 31, 2006. Distributions from the joint
ventures have from time to time during the past ten years been a significant source of funds to support our
dividend payments to shareholders. We account for Southwood’s investment in the four current joint
ventures using the equity method of accounting, meaning that we recognize on a current basis 50% of
each joint venture’s operating results. Those results reflect ongoing carrying costs such as maintenance
and property taxes. Information about our revenues, expenses and cash flows arising from the joint
ventures is included in Note 4 of the Notes to Consolidated Financial Statements. The Company has
assessed these equity investments in accordance with FIN 46(R) “Consolidation of Variable Interest
Entities,” and has determined that it is not the primary beneficiary of these variable interest entities.

In June 2007, approximately $6.0 million of the joint venture mortgage notes mature and are
expected to be refinanced. As disclosed elsewhere in this Form 10-K Report, substantive negotiations are
underway which, if successfully concluded, would sibstantially increase the occupancy of one office
building owned by a joint venture. If that lease is concluded, we expect that there would be an increase of
$1.75 million in the total amount of the joint ventures’ mortgage notes. A substantial portion of the
additional borrowing would finance the new tenant’s build out.

In October 2005, we completed a tax-exempt debt financing with the New Hampshire Bond Finance
Authority (BFA). The BFA acts solely as a passive conduit to the tax-exempt bond markets with us acting
as the obligor for the associated tax-exempt debt. At December 31, 2006 we had borrowed $18.1 million

representing a portion of the $49.5 million offering conducted in October 2005. The remainiag $31.4

million was placed in escrow for the sole benefit of bondholders with no recourse to us and hence we
have not recorded the associated debt as a long-term liability. We expect to draw these funds as we incur
capital expenditures for various water facilities projects, primarily the water treatment plant upgrade
project, and record the associated debt as a long-term liability in 2007 and 2008.

The Company has one interest rate financial instrument, an interest rate swap, which qualifies as a

derivative under Statement of Financial Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities " as described in Note 3 to the accompanying financial statements.
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Contractual Obligations

The following table discloses aggregate information about our contractual obligations as of

_ December 31, 2006, and the periods in which payments are due, adjusted for the implementation of our
expanded and restructured credit facility with Bank of America described above:

Less than 1 After 5

Total -  year 1to3 years 3 to5 years years

(5000’s) '
l.ong-term debt $ 48519 § 474 § 11876 $§ 6458 § 29,711
Operating leases ' 375 181 - 194 - — —

Pension and retiree medical costs '

o 4,409 241 603 742 2,823
Purchase obligations @ . — — — : — —
Total $ 53303 % 896 § 12,673 $ 7,200 § 32,534

(1)

(2)

Pension and retiree medical costs beyond 2007 are estimated as they may be impacted by such factors as
return on pension assets, changes in the number of plan participants and future salary increases.

Pennichuck Water has a Wholesale Water Agreement (the “Agreement”) with Manchester (NH) Water
Works (“MWW?") to purchase water from MWW through six metering points for various community water
systems owned by Pénnichuck Water and Pennichuck East. The Agreement, amended in February 2003, has a
25-year term and provides for an average daily flow to Pennichuck Water and Pennichuck East of up to 2.1
million gallons per day (“mgd”) with a maximum daily flow rate of 3.5 mgd. Pennichuck Water and
Pennichuck East purchase water at a rate established by MWW for all of its non-Manchester customers. The
current rate, effective January 1, 2006, is $0.96 per one hundred cubic feet (“ccf’},in areas where fire
protection is not provided by MWW and $1.25 per ccf where fire protection is provided. The Agreement
requires that Pennichuck Water and Pennichuck East pay-a one-time source development charge (“SDC™) of
$2.50 for each gallon, effective February 1, 2006, of the 2.1 million gallons of the average daily flow. To date,
Pennichuck Water and Pennichuck East had achieved a combined peak average daily flow of 894,311 gallons.
The SDC is re-calculated annually to reflect any increases in average daily flow and, if the flow is increased,
Pennichuck Water and Pennichuck East pay the SDC for the incremental demand. Any incremental SDC is
payable in January of each year. SDC payments began in 1989 and as of December 31, 2006, the total SDC
paid to MWW was $1,626,940, which allows Pennichuck Water to draw an average daily flow of up to
1,421,140. The incremental SDC paid in 2003 and 2002 was $30,585 and $88,320, respectively. In January
2005, Pennichuck prepurchased an additional 250,000 of capacity from MWW at the old SDC rate of §1.14
per gallon. As of December 31, 2006, the Company has no defined commitments for future purchases under
this Agreement.

In April 2004, Pennichuck Water entered into a long-term lease arrangement with HECOP HI, LLC

for 19,465 square feet of office space located in Merrimack, New Hampshire which serves as our
headquarters. Southwood holds a 50% ownership interest in HECOP II, LLC and the remaining
ownership interests are held by John P. Stabile 11, who is also the holder of ownership interests in three
other LLC joint ventures with Southwood as discussed above.
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Pension Plan. We maintain a defined benefit pension plan covering substantially all of our
employees. The accounting for this plan under FASB 87, “Employer’s Accounting for Pensions,” requires
that we use key assumptions when computing the estimated annual pension expense. These assumptions
are (1) the discount rate applied to the pro_;ected benefit obligation, (ii) the long-term rate of return on plan
assets and (iii} the Iong-tenn rate of future increases in compensation. A lower discount rate increases the
present value of our pension obligations and. our annual pension expense. A range of discount rates is
established and periodically modified by the Internal Revenue Service to calculate a pension plan’s
current benefit obligation for purposes of the full funding limits imposed on such plans. After
consultation with the actuary for the pension plan, and based on long-term market interest rates, we
increased our discount rate from 5.5% to 5.75% effective at December 31, 2006. Our expected long-term
rate of return on pension plan assets is based on the plan’s expected asset allocation, expected returns on
various classes of plan assets as well as historical returns. We assumed that our long-term rate of return
on pension plan assets was 7.5% in 2006 and 2005 and 8.0% in 2004. In addition, we assumed an increase
in participant compensation levels of 3.0% in 2006, 2005 and 2004. These key assumptions are reviewed
annually with our actuary and investment advisor and are updated to reflect the plan’s experience. Actual
results in any given year will often differ from our actuarial assumptions because of economic and other
conditions which may impact the amount of pension expense we recognize.

Dividend Reinvestment and Common Stock Purchase Plan. We offer a Dividend Reinvestment and
Common Stock Purchase program that is available to our shareholders, employees and customers. Under
this program, our shareholders may reinvest all or a portion of their common stock dividends into shares
of common stock at prevailing market prices. We also accept optional cash payments to purchase
. additional shares at 100% of the prevailing market prices. This program has provided us with additional
common equity of $186,000 in 2006 and $123,000 in 2005.

" Environmental Matters. Our water utility subsidiaries are subject to the water quality regulations set
forth by the EPA and the New Hampshire Department of Environmental Services (“DES”). The EPA is
required to periodically set new maximum contaminant levels for certain chemicals as required by the
federal Safe Drinking Water Act (“SDWA™). The quality of our treated water currently meets or is better
than all standards set by the EPA and the DES. However, increased monitoring and reporting standards
have led to-additional operating costs for us. Any additional monitoring and testing costs arising from
future EPA and DES mandates should eventually be recovered through water rates in our utilities’ future

rate filings. '

Pennichuck Water’s filtration plant in Nashua is impacted by the Interim Enhanced Surface Water
Treatment Rule (“Rule™), which established a new turbidity standard of 0.3 Nephelometric Turbidity
Units or NTU. Turbidity is a measure of sediment or foreign particles that are suspended in the water.
Approximately $10 million has been allocated in its 2007 budget to continue with the construction of
required improvements. Pennichuck Water estimates the total cost to comply with this new standard to be
approximately $41 million. The total cost includes all construction and engineering associated costs
necessary to complete the required treatment plant upgrades from the project initiation in 2004 to its
completion in the spring of 2009, although such estimates are subject to any future changes in the Rule
and changes in design and construction that may be required.

Capital expenditures associated with complying with federal and state water quality standards have
historically been recognized and approved by the New Hampshire PUC for inclusion in our water rates,
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though there can be no assurance that the New Hampshire PUC will approve future rate increases in a
timely or sufficient manner to cover our capital expenditures.

New Accounting Standards -

In July 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income
Taxes — an interpretation of FASB No. 109" (“FIN 48”), which clarifies the accounting for uncertainty in
tax positions. This interpretation requires that companies recognize in their financial statements the
impact of a tax position, if that position is more likely than not of being sustained on audit, based on the
technical merits of the position. The provisions of FIN 48 are effective for fiscal years beginning after
December 135, 2006, with the cumulative effect of the change in accounting principle recorded as an
adjustment to opening retained earnings. The Company has concluded that adoption of FIN 48 will not
have a material effect on the Company’s consolidated financial statements.

In Septemnber 2006, the FASB released SFAS No. 158, “Employer’s Accounting for Defined
Benefit Pension and Other Post-retirement Plans,” an amendment of FASB Statements No. 87, 88, 106
and 132R. The new standard requires an employer to: ‘

(a) Recognize in its statement of financial position an asset for a plan’s over funded
status or a liability for a plan’s under funded status;

(b) Measure a plan’s assets and its obligations that determine its funded status as of the
end of the employer’s fiscal year (with limited exceptions); and

(c) Recognize changes in the funded status of a defined benefit post-retirement plan in
the year in which the changes occur. Those changes will be reported in
comprehensive income of a business entity, absent SFAS 71 consideration.

This statement became effective as of the end of fiscal year ended after December 31, 2006.
Because we are subject to regulation in the state in which we operate, we are required to maintain our
accounts in accordance with the regulatory authority's rules and guidelines, which may differ from other
authoritative accounting pronouncements. In those instances, the Company follows the guidance of
SFAS No. 71. Based on prior regulatory practice, and in accordance with the guidance provided by
SFAS 71, the Company will record its under funded pension and post-retirement obligations, which
otherwise would be recognized as Other Comprehensive Income as-of December 31, 2006 under
SFAS 158, as a regulatory asset, and expect to recover those costs in our rates charged to customers. The
Company does not anticipate that the adoption of this standard will have a material impact on its
financial position, results of operations, and cash flows.

In September 2006, the Securities and Exchange Commission (the "SEC") issued Staff Accounting
Bulleting No. 108 ("SAB 108"). SAB 108 provides interpretive guidance on how the effects of the
carryover or reversal of prior year misstatements should be considered in quantifying a potential current
year misstatement. Prior to SAB 108, companies might evaluate the materiality of financial-statement
misstatements using either the income statement or balance sheet approach, with the income statement
approach focusing on new misstatements added in the current year, and the balance sheet approach
focusing on the cumulative amount of misstatement present in a company's balance sheet.
Misstatements that would be material under one approach could be viewed as immaterial under
another approach, and not be corrected. SAB 108 now requires that companies view financial statement
misstatements as material if they are material according to either the income statement or balance sheet
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approach. The Company has analyzed SAB 108 and determined that compliance with SAB 108 had no
impact on the reported results of operations or financial condition.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Asséts
and Financial Liabilities-Including an amendment of FASB Statement No. 115.” SFAS No. 159 permits
entities to choose to measure many financial instruments and certain other items at fair value. Unrealized
gains and losses on items for which the fair option has been elected will be recognized in earnings at each
subsequent reporting date. SFAS No. 159 is effective for our Company January 1, 2008. The Company
is evaluating the impact that the adoption of SFAS No. 159 will have on our consolidated financial
statements.
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Item 7A. QUANTITATIVE AND QUALITATIVE -DISCLOSURES ABOUT MARKET RISK

Information regarding market risk of the Company and our subsidiaries is presented in “Note 3—
Debt” and “Note 5—Fair Value of Financial Instruments” in. the Notes to the Consolidated Financial
Statements included elsewhere in this Form 10-K Report. -

Our exposure to financial market risk results primarily from fluctuations in interest rates.. We are
exposed to changes in interest rates primarily from our revolving credit facility which contains variable
interest rates. This facility, which includes a total borrowing capacity of $16.0 million, permits us to
borrow, repay and re-borrow, in varying amounts and from time to time at our discretion through June 30,
2009. Borrowings under this credit facility bear interest rateés ranging from LIBOR plus 1.25% to LIBOR
plus 1.75% based on the results of various financial ratios. The applicable margin at December 31, 2006

“was 1.75%. We had no outstanding borrowings under our revolving credit facility at December 31, 2006.

During 2007 we expect to borrow under this facility to fund a portion of our capital improvements
program.

We also have a $4.5 million variable interest rate loan with a bank. The loan, which was originally
scheduled to mature in April 2005, was extended to December 31, 2009, In April 2005, we entered into an
interest rate swap agreement with the bank that also has a maturity date of December 31, 2009. The
purpose of this swap agreement 1s to mitigate interest rate risks associated with our $4.5 million floating-
rate loan. The agreement provides for the exchange of fixed interest rate payments for floating interest
rate payment obligations on notional amounts of principal totaling $4.5 million. The floating-rate loan
with the bank contains interest rates ranging from LIBOR plus 1.0% to LIBOR plus 1.5% based on the
results of various financial ratigs. The applicable margin at December 31, 2006 was 1.5% resulting in an
interest rate of 6.8%. We designated this interest rate swap as a cash flow hedge against the variable
future cash flows associated with the interest payments due on the $4.5 million of notes. The combined
effect of its LIBOR-based borrowing formula and the swap produces an “all-in fixed borrowing cost”

equal to 6.25%.

The fair market value of our interest rate swaps represehts the estimated unrealized loss to terminate
these agreements based upon current interest rates.
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Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA
Penmchuck Corporation and Subsndlarles

Management’s Report On Internal Control Over Fmanclal Reporting

. Management of Pennichuck Corporation (the “Company”) is responsible for establishing and
maintaining adequate internal control over financial reporting. Internal control over financial reporting is
a process designed to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted

* accounting principles. A company’s internal control over financial repomng includes those policies and

procedures that .

(1) pertain to the maintenance of records that, in reasonable detail, accurately and
fairly reflect the transactions and dispositions of the assets of the Company;

(2) provide reasonable assurance that-transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted
accounting principles, and that receipts and expenditures of the Company are
being made only in accordance with authorizations of management and the Board
of Directors of the Company; and '

(3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the Company s assets that could .
have a material effect on the financial statements.

Because of its inherent ]imitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to
the risk that controls may become inadequate because of changes in.conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

In assessing the effectiveness of internal control over financial reporting, management used the
criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission (COSO) in
Internal Control-Integrated Framework. As a result of management’s assessment and based on the criteria
in the framework, management has concluded that, as of December 31, 2006, the Company’s internal
control over financial reporting was effective.

The Company’s independent registered public accounting firm, Beard Miller Company LLP, has
audited management’s assessment of the effectiveness of the Company’s internal control over financial
reporting, as stated in their report which appears herein. :

/s/ Duane C. Montopoli /s/ William D. Patterson
- Duane C. Montopoli William D. Patterson
President and Chief Executive Officer Senior Vice President and Chief Financial Officer

March 16, 2007 -
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of Pennichuck Corporation

We have audited management’s assessment, including the accompanying Management’s Report on
Internal Control over Financial Reporting, that Pennichuck Corporation (the “Company”) maintained
effective internal control over financial reporting as of December 31, 2006, based on criteria established
in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO). The Company’s management is responsible for maintaining effective
internal control over financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the Company’s internal control over financial reporting based on our
audit. :

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of internal control over financial
reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over financial reporting includes those policies and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the Company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the Company are being made only in accordance with authorizations
of management and directors of the Company; and (3) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, or disposition of the Company’s assets that could
have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to
the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate. ’
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In our opinion, management’s assessment that the Company maintained effective internal control
over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria
established in fnternal Control — Integrated Framework issued by the Committee of Sponsoring

-Organizations of the Treadway Commission (COSO). Also in our opinion, the Company maintained, in
all material respects, effective internal control over financial reporting as of December 31, 2006, based on
criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO). '

. ~ We have also audited, in accordance with the standards of the Public Company Accounting

Oversight Board (United States), the consolidated balance sheet of the Company as of December 31, 2006
and the related consolidated statements of income, shareholders’ equity, comprehensive income, and cash
flows for the year ended December 31, 2006 as well as the 2006 schedules listed in the Appendix under
Item 15(a)(2). Our report dated March 16, 2007 expressed an unqualified opinion on these consolidated
financial statements and financial statement schedules

/S/ BEARD MILLER COMPANY LLP

AY

Beard Miller Company LLP
Reading, Pennsylvania
March _16, 2007



Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of Pennichuck Corporation

We have audited the accompanying consolidated balance sheet of Pennichuck Corporation and
subsidiaries (the Company) as of December 31, 2006, and the related consolidated statements of income,
sharecholders’ equity, comprehensive income, and cash flows for the year then ended. We have also
audited the schedules listed in the index appearing under ltem 15(a)(2) as of and for the year ended
December 31, 2006. These consolidated financial statements and schedules are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these- fi nanc1al statements and
schedules based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain -
reasonable assurance about whether the financial statements and schedules are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in atl material
respects, the financial position of the Company as of December 31, 2006, and the results of its operations
and its cash flows for the year then ended in conform]ty with accounting principles generally accepted in
the United States of America.

Also, in our opinion, the schedules present fairly, in all material respects, the information set forth
therein.

As discussed in Note ! to the consolidated financial statements, the Company changed its method
of accounting for defined benefit pension and other post-retirement plans in 2006.

As discussed in Note 7 to the consolidated financial statements, the Company changed its method
of accounting for share-based payments in 2006.

We also have audited, in accordance with the standards of the Public Compdny Accounting
Oversight Board (United States), the effectiveness of Pennichuck Corporation’s internal control over
financial reporting as of December 31, 2006, based on criteria established in Internal Control—integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO),
and our report dated March 16, 2007 expressed an unqualified opinion on management’s assessment of
internal control over financial reportmg and an unqualified opinion on the effectiveness of internal control
over financial reporting,.

/S/ BEARD MILLER COMPANY LLP
Beard Miller Company LLP

Reading,.-Pennsylvania
March 16, 2007

67




Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of Pennichuck Corporation: '

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of income, stockholders’ equity, other comprehensive income and cash flows present fairly, in
all material respects, the financial position of Pennichuck Corporation and its subsidiaries at December
31, 2005 and the results of their operations and their cash flows for each of the two years in the period
ended December 31, 2005, in conformity with accounting principles generally accepted in the United
States of America. In addition, in our opinion, the financial statement schedules listed in the index
appearing under Item 15(a)(2), present fairly, in all material respects, the information set forth therein .
when read in conjunction with the related consolidated financial statements, These financial statements
and financial statement schedules are the responsibility of the Company’s management. Our
responsibility is 10 express an opinion on these financial statements and financial statement schedules

- based on our audits. We conducted our audits of these statements in accordance with the standards of the

Public Company Accounting Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

_ /s/ PricewaterhouseCoopers LLP

Boston, Massachusetts

March 31, 2006
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PENNICHUCK CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
($000°s, except share and per share data)

As of December 31,
2006 2005
ASSETS
Property, Plant and Equipment, net $ 123,482 § 102,093
Current Assets: )
Cash and cash equivalents . 2,313 3,891
Restricted cash — 6,276
Investments N 8,000
Accounts receivable, net of allowance of $95 and $37
in 2006 and 2005, respectively 2,895 1,550
Unbilted revenue ‘ _ 1,996 2,360
Materials and supplies, at cost . : 677 647
Prepaid expenses and other current assets 923 676
Total Current Assets 8,805 23,400
Other Assets:
Deferred land costs . 2,133 1,742
Deferred charges and other assets . ‘ 10,011 5,844
Investment in real estate partnerships 474 507
L
Total Other Assets ' 12,618 8,093
TOTAL ASSETS ' ' $ 144905 $ 133,586

The accompanying notes are an integral part of these consolidated financial statements.

69



PENNICHUCK CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS—CONTINUED
($000’s, except share and per share data)

As of December 31,

2006 2005
SHAREHOLDERS’ EQUITY AND LIABILITIES
Shareholders” Equity:
Common stock—3$1 par value
Authorized—11,500,000 shares in 2006 and 2005
Issued—4,215,467 and 4,190,972 shares, respectively ‘
Outstanding—4,214,265 and 4,189,770 shares, respectively : Y 4216 % 4,191
Additional paid in capital 32,488 32,221
Retained earnings ' 7,966 10,172
Accumulated other comprehensive income (loss) 18 © (810)
Treasury stock, at cost; 1,202 shares in 2006 and 2005 o (138) (138)
Total Shareholders’ Equity . 44,550 45636
Minority interest ' : : . — 3
Preferred stock, no par value, 100,000 shares authorized, : -
no shares issued 1 in 2006 and 2005 _ _ — —
Commitments and contmgenmes (Note 9) ' ) - —
Long-term debt, less current portion ' ‘ 47,696 41,338
Current Liabilities:
Current portion of long-term debt 474 118
Accounts payable 1,172 2,044
Accrued interest payable ' . 588 513
Other current liabilities ' 3,333 1,495
Total Curvent Liabilities ' : 5,567 4,170
Deferred Credits and Other Reserves. - .
Deferred income taxes * 11,182 10,244
Deferred investment tax credits 867 900
Regulatory liability ’ 938 971
Post-retirement health benefit obligation , 1,371 . 822
Accrued pension liability . ' 1,890 1,057
Other liabilities ' o 1,443 - 1,221
Total Deferred Credits and Other Reserves 17,691 15,215
* Contributions in Aid of Construction . 29,401 C27.224
TOTAL SHAREHOLDERS EQUITY AND LlAB[L[TIES $ 144905 $ 133,586

The accompanying notes are an integral part of these consolidated financial statements.




PENNICHUCK CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
($000’s, except share and per share data).

Years Ended December 31,

2006 2005 2004
Operating Revenues:
Water utility operations $ 21974 § 21,551 - % 19,601
Water management services 2,334 2,051 1,932
Real estate operations 106 206 '1,304
Other 67 56 55
Total Operating Revenues 24,481 23,864 22,892
Operating Expenses: ‘ '
Water utility operations 18,246 16,839 15,192
Water management services 2,093 1,818 1,341
Real estate operations - 215 218 282
Other - 274 158 28
Total Operating Expenses _ 20,828 19,033 16,843
Operating Income 3,633 4,831 | 6,049
Eminent domain and regulatory "

investigation expenses ' (2,355) (2,391) (1,364)
Net earnings (loss) from investments accounted

for under the equity method : (34) 15 195
Other income, net 713 41 31
Aliowance for funds used during construction 1,015 318 " 93
Interest income S 428 226 3
Interest expense (2,501) (2,275) (2,048)
Income Before Provision for Income Taxes 919 765 2,959
Provision for Income Taxes 349 291 1,140
Income Before Minority Interest 570 474 1,819
Minoriry Interest in Loss of . -

Westwood Park LLC, net of tax — -3 1
Net Income $ "570 § 477 3 1,820
Earnings Per Common Share: :

Basic g 0.14 $ 013 § 0.57

Diluted b 014 § 013  §$ 0.57
Weighted Average Common Shares Outstanding:

Basic 4,204,857 3,703,412 3,203,759

Diluted ' - 4215724 3,709,962 3,211,487

The accompanying notes are an integral part of these consolidated financial statements,
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PENNICHUCK CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
($000’s, except per share data)

Balances at December 31,
2003
Net income
Dividend reinvestment plan
Common dividends -
declared—$.645 per share
Contribution of common
stock to pension plan
Exercise of stock options
Other comprehensive income
{loss):
Unrealized gain on
derivatives, net of taxes of
51 '
Minimum pension liability
adjustment, net of taxes of
8271
Reclassification adjustment
for net gains‘realized in net
income, net of taxes of

$110

+

Balances at December 31,
2004 :

Net income

Common Stock Offering
Dividend reinvestment plan
Common dividends
declared—$.65625 per share

- Exercise of stock options

Other comprehensive income
(loss)
Unrealized loss on
derivatives, net of taxes of
$le )
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“Accumulated
Other
Common  Common  Additional ~ Compre- .
- Stock Stock Paid in Retained hensive Treasury -
Shares Amount Capital ~ Earnings Income Stock Total
3,203,076 § 3,203 § 15208 $ 12371 § (473) s (138) § 30,171
— — — 1,820 - — 1,820
1,527 2 36 — — — 38
— — — (2,064) — — {2,084
15,750 16 384 — — — 400
200 — 3 — — — 3
— — — — "3 — 3
— — — — (385) — (385)
— — — — - 165 — 165
3,220,553 3,221 15,631 12,127 . . - (690) (138) 30,151
— — — 477 — — 477
-+ 859,000 959 16,438 — — — 17,397
5,649 5 118 — — — 123
‘ .
— — — (2,432) — —  (2432)
5,770 6 34 — — — 40
- - = — (24) — e




Minimum pension liability
- adjustment, net of taxes of : ‘
$171 — — — — (158) — (158)
Reclassification adjustment
for net gains realized in net

income, net of taxes of $43 — — — ) — 62 — 62
Balances at December 31,
2003 . 4,190,972 4,191 32,221 10,172 (810) (138) 45,636 .
Net income -— S — 570 — — 570
Dividend reinvestment plan 8,890 9 102 — — — 111
Stock based compensation — — 75 — — . — 75
Common dividends ' : ’ ‘
declared—$.66 per share — — — (2,776) — = (2,776)
Exercise of stock options 15,605 16 90 — — — - 106
Other comprehensive income
(loss): '

Unrealized gain on
derivatives, net of taxes of ‘
$9 — — — — . 13 — 13
Minimum pension liability '
adjustment, net of taxes of
$48 — — — — 74 — 74
Reclassification adjustment :
for net gains realized in net )
income net of taxes of $4 C— — — = 6 — 6
Cumulative effect of change
in accounting for pension and
other post-retirement benefits, : . ‘
net of tax of $490 — — — — 735 — 735

Balances at December 31, ‘
2006 4,215467 $ 4216 $ 32488 § 7.966 § 18 § (138) $ 44,550

The accompanying notes are an integral part of these consolidated financial statements.
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PENNICHUCK CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS dF COMPREHENSIVE INCOME

($000’s)
Years Ended December 31,
2006 2005 2004
Net income . $ 3570 $ 477 § 1,820
Other comprehensive income (loss): '
Minimum pension liability adjustment 122 - (329) (656)
Unrealized gain (loss) on derivatives 22 (40) C 4
Reclassification of net gains realized in net '
income 10 105 275
Income tax (expense) benefit relating to :
other comprehensive income (loss) (61) 144 160
Other comprehensive income (loss) 93 (120} 217
Comprehensive income $ 663 $ 357 § 1,603

The accompanying notes are an integral part of these consolidated financial statements.
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PENNICHUCK CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

“ _ (5000°s)

Operating Activities:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization
Amortization of original issue discount
Gain on sale of property, plant and equipment
Amortization of deferred investment tax credits
Provision for deferred income taxes
Allowance for funds used during construction
Undistributed loss (earnings) in real estate
partnerships
Special shareholder distribution
Stock based compensation expense
‘Changes in assets and liabilities:
Increase in accounts receivable and unbilled revenue
Decrease in refundable income taxes
(Increase) decrease in materials and supplies
(Increase) decrease in prepaid expenses
Increase in deferred charges and other assets
(Decrease) increase in accounts payable and
accrued expenses
Increase in other

Net cash provided by operating activities

Investing Activities:
Purchases of property, plant and equipment
Proceeds from sales of property, plant and equipment
Decrease (increase) in restricted cash
Sales of investment securities
Purchase of investment securities
Proceeds from sale of land
Net change in investment in real estate partnership and
deferred land costs
Equity investments dividends

Net cash used in investing activities

Financing Activities:
(Repayments) advances on line of credit
Payments on long-term debt
Contributions in aid of construction
Proceeds from long-term borrowings
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Years Ended December 31,

2006 2005 2004
©$ 570 S 477 % 1,820
3,599 3,255 3,117
12 — —
— — (1,256)
(33) (33) (33}
362 509 1,183
(1,015) (318) (93)
34 (15) (195)

— - (280) —

75 — —
(812) (814) (270)
— 361 832
(30) 239 (160)
(416) 449 (436)
(551) (710) (291)
(724) 669 553
1,053 1,081 533
2,124 4,870 5,304
(21,395)  (10,882)  (6,113)
11 — 800
6276 (6,276) —
22,079 — —
(14,080)  (8,000) —
—_ — 1,224
(391) (725) (169)
— 250 —
(7,500)  (25,633) . (4,258)
—_ (3,800) . 1,800
(899)  (i,644) (368)
66 155 140
7,595 16,259 71 -




Debt issuance costs o

Proceeds from issuance of common stock and
dividend reinvestment plan :

Dividends paid

Net cash provided by (used in) financing activities

(Decrease) increase in cash
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Years Ended December 31,

2006 2005 2004

(405) (2,413) (88)
217 17,560 41
(2,776) (2432) ' (2,064)
3,798 . 23.685  (468)
(1,578) 2,922 578
3.891 969 391

$ 2313 $§ 381 $ 969

The accompanying notes are an integral part'of these consolidated financial statements.
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PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1—Description of Business and Significant Accounting Policies

The terms “we,” “our,” “our company,” and “'us" refer, unless the context suggests otherwise, to

Pennichuck Corporation (the “Company’} and its subsidiaries, including Pennichuck Water Works, Inc.
(" Pennichuck Water"), Pennichuck East Utility, Inc. (“Pennichuck East”), Pittsfield Aqueduct Company
(“Pitisfield”), Pennichuck Water Service Corporation (the “Service Corporation”) and The Southwood
Corporation ("Southwood”).

Description of Business:

Pennichuck Corporation (the “Company”) is an investor-owned holding company located in
Nashua, New Hampshire with three wholly owned operating subsidiaries, Pennichuck Water Works, Inc.
(“Pennichuck Water”), Pennichuck East Utility, Inc. (“Pennichuck East”) and Pittsfield Aqueduct
Company, Inc. (“Pittsfield”), involved i regulated water supply and distribution in Nashua and towns
throughout southern and central New Hampshire; non-regulated, water-related services conducted
through Pennichuck Water Service Corporation (the “Service Corporation™); and real estate operations
conducted through The Southwood Corporation (“Southwood™). :

Pennichuck Water, Pennichuck East and Pittsfield (collectively referred to as the “Company’s utility
subsidiaries™) are engaged principally in the gathering and distribution of potable water to approximately
32,100 customers in southern and central New Hampshire. The Company’s utility subsidiaries, which are
regulated by the New Hampshire Public Utilities Commission (the “New Hampshire PUC”), are subject
to the provisions of Statement of Financial Accounting Standards No. (“SFAS™) No. 71, “Accounting for
the Effects of Certain Types of Regulation™ (“SFAS 717). Service Corporation is involved in providing
non-regulated, water-related services to over 19,000 customers while Southwood owns, manages and
develops real estate.

Significant Accounting Policies:

(a) Principles of Consolidation

The accompanying consolidated financial statements include the accounts of the Company and its
wholly owned subsidiaries. All intercompany transactions have been eliminated in consolidation. The

minority interest in Westwood Park LLC was included in the Consolidated Statements of Income through

February 2006, the date of its sale.
(b) Use of Estimates in the Preparation of Financial Statements

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities, disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.
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PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(é) Property, Plant and Equipment

Property, plant and equipment, which includes principally the water utility assets of the Company’s

utility subsidiaries, is recorded at cost plus an allowance for funds used during construction on major,

; long-term projects. The provision for depreciation is computed on the straight-line method over the
estimated useful lives of the assets including property funded with contributions in aid of construction.

‘ The useful lives range from 5 to 91 years and the average composite depreciation rate was 2.47% in 20006,
2.44% in 2005, and 2.66% in 2004. Depreciation expense in 2006, 2005, and 2004 was approximately

‘ $3.3, $3.1, and $3.1 million, respectively. The components of Property, Plant and Equipment at
December 31, 2006 and 2005 are as follows: .

| ' Useful

2006 . 2005 Lives
' ($000°s)
Utility Property:

. Land _ $ 1,064 § 1,012 —
Source of supply ’ 25,161 23,329 34-75
Pumping & purification 12,096 11,098 . 15-35
Transmission & distribution, including

services, meters, hydrants " 90,574 85,990 40-91
General and other equipment 7,786 7,378 7-75
Construction work in progress _ 23,436 7,136

Total utility property 160,117 135,943 |
Total non-utility property 18 16 -
Total property, plant & equipment 160,135 135,959 '
Less accumulated depreciation : (36,653) (33.866)
Property, plant and equipment, net $ 123,482 % 102,093

Maintenance, repairs and minor improvements are charged to expense as incurred. Improvements.
which significantly increase the value of property, plant and equipment are capitalized.

(d) Cash and Cash Equivalents

Cash and cash equivalents include cash in banks and demand deposits.

.78.




PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(e) Restricted Cash

Restricted cash consisted primarily of funds held in escrow by the trustee of certain water facility
revenue bonds issued to finance Pennichuck Water’s continuous capital expenditures program. The funds
were used to reimburse the Company for such capital expenditures as they were incurred.

() Investments

Investments represent funds held in money market securities. These funds have no restriction and
may be used for general corporate purposes.

(z) Concentration aof Credit Risks

Financial instruments that subject the Company to credit risk consist primarily ‘of cash and
accounts receivable. The Company’s. cash balances periodicaily exceed FDIC limits, however are
invested in financial institutions with investment grade credit ratings. The Company’s account receivable .
balances primarily represent amounts due from the Company’s residential, commercial and industrial
customers from our water utility operations as weil as receivables from our water management services as
described in more detail in Note 12 to the consolidated financial statements, '

(h) Notes Receivable

In January 2003, Southwood sold a tract of land to an unaffiliated regional developer for
approximately $1.5 million. Under the terms of that sale, Southwood conveyed approximately 66.8 acres
of land in exchange for approximately $257,000 in cash and a long-term note receivable of approximately
$1.2 million. The note, which had been scheduled to mature in October 20035, carried a floating interest
rate of prime plus 1.5% and was secured by a first mortgage on the property. The entire balance of the
note was paid in 2004 resulting in the recognition of a gain for the full note receivable balance of
approximately $1.2 million in accordance with the requirements established under Statement of Financial
Accounting Standards No. 66, “Accounting for Sales of Real Estate.”

(i) Materials and Supplies
Inventory is stated at the lower of cost, using the average cost method, or market.

() Deferred Land Costs

Included in deferred land costs-is Southwood’s original basis in its landholdings and any land
improvement costs, which are stated at the lower of cost or market. All costs associated with real estate
and land projects are capitalized and allocated to the project to which the costs relate. Administrative
labor and the related fringe benefit costs attributable to the acquisition, active development, and
construction of land parcels are capitalized as deferred land costs, in accordance with SFAS No. 67
“Accounting for Costs and Initial Rental Operations of Real Estate Projects.” Approximately $191,000
and $119,000 of labor and benefits were capitalized in for the years ended December 31, 2006 and 2005,
respectively. These amounts are included in the accompanying consolidated balance sheets in Deferred
Land Costs. '
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PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(k) Deferred Charges and Other Assets

Deferred charges include certain regulatory assets and costs of obtaining debt financing. Regulatory
assets are amortized over the periods they are recovered through authorized -rates. Deferred financing
costs are amortized over the term-of the related bonds and notes. The Company’s utility subsidiaries have
recorded certain regulatory assets in cases where the New Hampshire PUC has permitted, or is expected
to permit, recovery of these costs over future periods. Currently, these regulatory assets are being
amortized over periods ranging from 3 to 25 years. Deferred charges and-other assets consist of the

following:

2006 2005 Useful
Lives
(5000’s)
Regulatory assets:
Source development charges $§ 8¢ § - 90 5-25
Miscellaneous studies 1,201 786 4-25
Sarbanes-Oxley costs g6 - 7 296 8 .
" Prepaid pension ’ 2,247 — ®
Other post-retirement benefits T 477 - — @
Deferred financing costs 2,831 2,534 2-30
Other 377 248 4-25
... .. Total regulatory assets 8,885 4,765
Franchise fees and other 622 436
Supplemental retirement plan asset - 420 372
Filtration grant reccivable 84 271
Total deferred charges and other _
assets $10,011 - $ 5,844

@ The Company expects to recover the deferred pension and other postretirement amounts
consistent with the anticipated expense recognition of the pension and other postretirement
cost in accordance with the FASB Statements No. 87, “Employers’ Accounting for
Pensions” and No. 106, “Employers’ Accounting for Postretirement Benefits Other Than
Pensions, " respectively.

Sarbanes-Oxley costs totaling approximately $896,000 and $296,000 represent costs incurred during
2006 and 2005, respectively, relating to the implementation and compliance with Section 404 of the
Sarbanes-Oxley Act of 2002. The Company has received approval from the New Hampshire PUC related
to the future recoverability of such costs.

(D) Treasury Stock

Treasury stock held by.the Company represents shares tendered by employees as payment for

existing outstanding options. Treasury stock received is recorded at its fair market value when tendered.

" Any such treasury stock held by the Company is not retired but instead is held until its ultimate
disposition has been decided.
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PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(m) Other Current Liabilities

Other Curfent Liabilities as of December 31, 2006 and 2005 consisted of:

2006 2005
($000°s)
Accounts payable accruals . % 1,232 0% 572
Accrued liability — retainage 933 350
Customer deposits 166 248
Other : 1,002 325
Total other current liabilities $ 3333 0§ 1,495

(n) Contributions in Aid of Construction (“CIAC”)

Under construction -contracts ' with real estate developers and others, the Company’s utility
subsidiaries receive non-refundable advances for the costs of new main installation. The utility.
subsidiaries also record to Plant and CIAC the fair market value of developer installed mains and any
excess of fair market value over the cost of community water systems purchased from developers. The
CIAC account and related plant asset are amortized over the life of the property.

{0) Revenues . e e e e G e e e e e

Standard charges for water utility services to customers are recorded as revenue, based upon meter
readings and contract service, as services are provided. The majority of the Company’s water revenues
are based on rates approved by the New Hampshire PUC. Estimates of unbilled service revenues are
recorded in the period the services are provided. Provision is made in the financial statements for
estimated uncollectible accounts.

(p) Investment in Joint Ventures.

Southwood uses the equity method of accounting for its investments in joint ventures in which it
does not have a controlling interest. Under this method, Southwood records its proportionate share of
earnings or losses which are included under “Net earnings (loss) from investments accounted for under
the equity method” with a corresponding increase or decrease in the carrying value of the investment. The
investment is reduced as cash distributions are received from the joint ventures. See Note 4, “Equity
Investments in Unconsolidated Companies™ for further discussion of its equity investments.
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PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(q) Allowance for Funds Used During Construction (“AFUDC”}

Allowance for funds used during construction (“AFUDC”), recorded in accordance with SFAS 71
represents the estimated debt and equity costs of capital funds necessary to finance the construction of
new regulated facilities. AFUDC consists of two components, an interest component and an equity
component.” AFUDC is capitalized as a component of property, plant and equipment and has been
reported separately in the consolidated statements of income. The total amounts of AFUDC recorded for
the years ended December 31, 2006, 2005 and 2004 are approximately as follows:

2006 2005 2004

: ($000°s)
Debt (interest} component  § 500 $ 159 $ 47
Equity component 515 159 46

Total AFUDC 1015 S__31§ S 93

(r) Income Taxes

Income taxes are recorded in accordance with SFAS No. 109, “Accounting for Income Taxes” using
the accrual method and the provision for federal and state income taxes is based on income reported in the
financial statements, adjusted for items not recognized for income tax purposes. Provisions for deferred
income taxes are recognized for accelerated depreciation and other temporary differences. A valuation
allowance is provided to offset any net deferred tax assets if, based upon available evidence, 1t is more
likely than not that some or all-of the deferred tax assets will not be realized. Investment credits
previously realized for income tax purposes are amortized for financial statement purposes over the life of
the property, giving rise to the credit.

(s) Earnings Per Share

The-Company computes earnings per share following the provisions of SFAS No. 128, “Earnings/
per Share.” Basic net income per share is computed using the weighted-average number of common
shares outstanding for a period. Diluted net income per share is computed using the weighted-average
number of common and dilutive potential common shares outstanding for the period. For the years ended
December 31, 2006, 2005 and 2004, dilutive potential common shares consisted of outstanding options.

™
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The dilutive effect of outstanding stock options is computed using the treasury stock method.
Calculations of the basic and diluted net income per common share and potential common shares are as
follows: | -

2006 2005 2004
_ ($000’s, except share and per share data)

Basic earnings per share $. 0.14 § 0.13 3 0.57
Dilutive effect of unexercised stock options — — —
Diluted earnings per share I . $ 0.14 § 0.13 § 0.57
Numerator;

Basic net income $ 570 % 477 § 1,820

Diluted net income R 570 % 477 % 1,820

Denominator:
Basic weighted average shares outstanding 4,204,857 3,703,412 3,203,759
Dilutive effect of unexercised stock :
options . 10,867 6,550 7,728

Diluted weighted average shares outstanding 4,215,724 3,709,962 3,211,487

(1) Reclassifications

Certain amounts in 2005 and 2004 have been reclassified to conform to the 2006 financial statement
presentation.  These reclassifications had no effect on net income and relate primarily to the'
reclassification of certain components of operating revenues and operating expenses and the
reclassification of allowance for funds used during construction out of interest expense.

{u) New Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income.
Taxes — an interpretation of FASB No. 109" (“FIN 48”), which clarifies the accounting for uncertainty in
tax positions. This interpretation requires that companies recognize in their financial statements the
impact of a tax position, if that position is more likely than not of being sustained on audit, based on the
technical merits of the position. The provisions of FIN 48 are effective for fiscal years beginning after
December 15, 2006, with the cumulative effect of the change in accounting principle recorded as an
adjustment to opening retained eamings. We do not consider the impact of adopting FIN 48 on our
financial statements will be material. .

In September 2006, the FASB. released SFAS No. 158, “Employer’s Accounting for Defined
Benefit Pension and Other Posi-retirement Plans” (“SFAS 158”), an amendment of FASB Statements
No. 87, 88, 106 and 132R. The new standard requires an employer to:
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(a) Recognize in its statement of financial position an asset for a plan’s over funded
status or a liability for a plan’s under funded status;

(b) Measure a plan’s assets and its obligations.that determine its funded status as of the
end of the employer’s fiscal year (with limited exceptions); and .

(c)  Recognize changes in the funded status of a defined benefit post-retirement plan in
the year in which the changes occur. Those changes will be reported in
comprehensive income of a business entity, absent SFAS 71 consideration.

This statement is effective as of the end of the fiscal year ending afier December 15, 2006
(December 31, 2006 for the Company). Because we are subject to regulation in the state in which we
operate, we are required to maintain our accounts in accordance with the regulatory authority’s rules and -
_ guidelines, which may differ from other authoritative accounting pronouncements. In those instances, the
Company follows the guidance of SFAS 7!. -Based on prior regulatory practice, and in accordance with
the guidance provided by SFAS 71, the Company will record its under funded . pension and post-
retirement obligations, which otherwise  would be recognized as Other Comprehensive Income as of
December 31, 2006 under SFAS 158, as a regulatory asset, and expect to recover those costs in our rates
charged to customers. The impact of adopting this standard on the financial statements of the Company is
reflected in the disclosure in footnote 6.

In September 2006, the Securities and Exchange Commission {the "SEC") issued Staff Accounting
Bulletin No. 108 ("SAB 108"). SAB 108 provides interpretive guidance on how the effects of the
carryover or reversal of prior year misstatements should be considered in quantifying a potential current
year misstatement. Prior to SAB 108, companies might evaluate the materiality of financial-statement
misstatements using either the income statement or balance sheet approach, with the income statement
approach focusing on new misstatements added in the current year, and the balance™ sheet® approach
focusing on the cumulative amount of misstatement present in a company's balance sheet.
Misstatements that would be material under one approach could be viewed as immaterial under
another approach, and not be corrected. SAB 108 now requires that companies view financial statement
misstatements as material if they are material according to either the income statement or balance sheet
. approach. The Company has analyzed SAB 108 and determined that compliance with SAB 108 had no
impact on the reported results of operations or financial condition. '

in February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets
and Financial Liabilities-Including an amendment of FASB Statement No. 115 SFAS No. 159 permits
entities to choose to measure many financial instruments and certain other items at fair value. Unrealized
gains and losses on items for which the fair option has been elected will be recognized in earnings at each
subsequent reporting date. SFAS No. 159 is effective for our Company January 1, 2008. The Company
is evaluating the impact that the adoption of SFAS No. 159 will have on our consolldated financial
statements.
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Note 2—Income Taxes

The components of the federal and state income tax provision at December 31 are as follows:

2006 2005 2004 .
. " (5000’s)

Federal _ $ 300 $ 257 § 920
State 82 67 253
Amortization of investment tax credits . (33) (33) (33)

349 5§ 291 $ 1,140
Currently payable/(receivable) $ . 82 3 51 8 (4295
Deferred 267 342 1,565

$ 349§ 291 § 1,140

The following is.a reconciliation between the statutory federal income tax rate and the effective
income tax rate for 2006, 2005 and 2004:

2006 2005 2004
Statutory federal rate 340%  34.0% = 34.0%
State tax rate, net of federal benefit 5.6 5.5 5.6
Permanent differences 20 2.0 (.6)
Amortization of investment tax credits (3.6) {4.3) (1.1)
Other — .8 .0
Effective tax rate 38.0% 38.0% 38.5%

For federal income tax purposes, the Company had net operating losses in 2006, 2005 and 2004.
The 2006 and 2005 net operating losses in the amounts of approximately $1.0 million and $927.000,
respectively, will be carried forward and expire in the years 2026 and 2025, respectively. The 2004 net
operating loss in the amount of $1.4 million was carried back to 2002 which resulted in a federal income
tax refund of approximately $340,000.

The Company has deductible state net operating losses in the amount of $1.0 million in 2006 and
$1.0 million in 2005 that may be carried forward to the years 2016 and 2015, respectively.

The Company anticipates that it will fully utilize its federal and state net operating losses before
they expire and, therefore, has not recorded a valuation allowance.

At December 31, 2006 and 2005, the Company had approximately $380,000 of alternative
minimum tax credits. Investment tax credits resulting from utility plant additions are deferred and
amortized. The unamortized investment tax credits are being amortized through the year 2033.

The Company had a regulatory liability related to income taxes of approximately $938,000 and
$971,000 at December 31, 2006 and 2005, respectively. This represents the amount of deferred taxes
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recorded at rates higher than currently enacted rates and the impact of deferred investment tax credits on
future revenue.

The temporary items that give rise to the net deferred tax liability at December 31, 2006 and 2005
are as follows: '

2006 2005
» (3000°s)
Liabilities:
Property-related, net $ 12431 5 12,045
Other ' ' . 1,842 754
' 14,273 12,799

Assets: . -
Investment tax credits and other | ) 1,422 1,444
Net operating loss ' ) 770 367
Alternative minimum tax credit 380 380
Other . 519 364

' 3,091 2,555
Total deferred income taxes S % 11,182 $ 10,244
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Note 3—Debt

Long-term debt at December 31 consists of the following:

2006 2005
- {000’s)
Unsecured notes payable to various insurance companies:
5.00% due March 4, 2010 $ 5000 % 5,000
7.40% due March 1, 2021 R 8,000 8,000
Unsecured Industrial Development Authority
Revenue Bond 1988 series 7.50%, due July 1, 2018 — 845
Unsecured Business Finance Authority :
Revenue Bond (2005 series B-1)}, 3.85%, due October 1, 2035
{subject to mandatory purchase on October 1, 2008) 6,000 —
Revenue Bond (2005 series A), 4.70%, due October 1,2035 . 12,125 12,125
- Revenue Bond (Series 2005A), 4.70%, due January 1, 2035 1,830 1,830
Revenue Bond (Series 2005B), 4.60%, due January 1, 2030 _ 2,345 2,345
Revenue Bond (Series 2005C), 4.50%, due January 1,2025 = 1,205 1,205
Revenue Bond (Series 2005D), 4.50%, due January 1, 2025 1,170 1,170
Revenue Bond, 1997, 6.30%, due May 1, 2022 4,000 4,000
Secured notes payable to bank, floating rate, due December 31, 2009 4,500 4,500
Unsecured New Hampshire State Revolving Fund
Loan, 1.00%, due July 1, 2029 1,036 —
Loan, 3.488%, due January 1, 2027 ) . 565 -
Loan, 3.80%, due May I, 2022 339 362
Loan, 2.315%, due April 1, 2013 93 107
- Loan, 3.728%, due January 1, 2025 ' 311 328
Total long-term debt 48,519 41,817
Less current portion ' (474) (118)
Less original issue discount (349) (361)
Total long-term debt, net of current portion $ 47,696 $ 41338

The aggregate principal payment requirements subsequent to December 31, 2006 are as follows: -

Amount

' . {3000°s)

2007 ) _ ' $ 474
2008 : ' A 6,675
2009 . 5,201
2010 ’ 5,728
2011 ) . 730
2012 and therreafter 20,711

Total | o $ 48,519
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Certain covenants in Pennichuck Water’s and Pennichuck East’s loan agreements as well as our
Bank of America revolving credit loan agreement effectively restrict our ability to upstream common
dividends from Pennichuck Water and Pennichuck East as well as to pay common dividends to our
shareholders. :

Several of Pennichuck Water’s loan agreements contain a covenant that requires Pennichuck Water
to maintain a minimum net worth of $4.5 million. At December 31, 2006 and 2005, Pennichuck Water’s
net worth was $38.1 million and $36.9 million, respectively.

One of Pennichuck East’s loan agreements contains a covenant that requires Pennichuck East to
maintain a minimum net worth of $1.5 million. At December 31, 2006 and 2005, Pennichuck East’s net
worth was $4.7 million and $4.6 million, respectively. >

Our Bank of America revolving credit loan agreement contains a covenant that requires us to
maintain a minimum consolidated tangible net worth of $35.0 million plus equity proceeds subsequent to
‘December 2005. At December 31, 2006 and 2005, our consolidated tangible net-worth was $44.5 million
and $45.6 million, respectively. . -

The Company has available a $16.0 million revolving credit facility with a bank. Borrowings under
the revolving credit facility bear interest at a variable rate equal to the 30-day LIBOR rate plus a range of
1.25% to 1.75% based on financial ratios. The revolving credit facility matures on June 30, 2009 and is
subject to renewal and extension by the bank at that time. At December 31, 2006 and 2005, there were no
borrowings outstanding on the line of credit. : '

The Company has one interest rate financial instrument, an interest rate swap, which qualifies as a
derivative under Statement of Financial Accounting Standards No. 133, “dccounting for Derivative
Instruments and Hedging Activities” (“SFAS 133™). This financial derivative has been designated as a
cash flow hedge under the provisions of SFAS 133. The financial instrument is used to mitigate interest
rate risks associated with the Company’s $4.5 million floating-rate loan. The floating rate, which is based
on the 30-day LIBOR rate plus a spread based on financial ratios, was 6.8% and 5.9%, at the end of 2006
and 2005, respectively. The agreement provides for the exchange of fixed rate interest payment
obligations for floating rate interest payment obligations on notional amounts of principal. The derivative
agreement has a fixed rate of 6.25% and 6.25% at December 31, 2006 and 2005, respectively. The
notional amount of the debt for which interest rate swaps have been entered into under this agreement was
$4.5 million at December 31, 2006 and $4.5 million at December 31, 2005. The fair value of the financial
~ derivative, as of December 31, 2006, included in the Company’s consolidated balance sheet as “other
assets” was approximately $30,000. The fair value of the financial derivative, as of December 31 2005,
included in the Company’s consolidated balance sheet as “Other liabilities” was approximately $2,000.
Change in the fair value of this derivative is deferred in accumulated other comprehensive income.
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Note 4—Equity Investments in Unconsolidated Companies

At December 31, 2006 and 2005, Southwood had a 50 percent ownership interest in four limited
liability companies (“LL.Cs”). The remaining 50 percent ownership interest in cach of the LLCs is held
primarily by John P. Stabile I, principal owner of H.J. Stabile & Son, Inc. (“Property Manager™). The
LLCs, whose assets and liabilities are not included in the accompanying consolidated balance sheets, own
certain commercial office buildings on which there are outstanding imortgage notes totaling approximately
$9.5 million and $9.8 million at December 31, 2006 and 2005, respectively. '

Southwood uses the equity method of accounting for its investments in the four LLCs, and
accordingly, its investment is adjusted for its share of earnings or losses and for any distributions or
dividends received from the LLCs. For the years ended December 31, 2006, 2005 and 2004, Southwood’s
share of (losses) earnings in the LLCs was approximately $(34,000), $15,000, and $195,000, respectively.
Southwood’s share of (losses) or earnings are included under “Net earnings (loss) from investments
accounted for under the equity method"” in the accompanying consolidated statements of income. For the
year ended December 31, 2006, there were no cash distributions received from the LLCs. For the year
ended December 31, 2005, cash distributions received from the LLCs were $250,000. For the year ended
December 31, 2004, there were no cash distributions received from the LLCs. The principal assets of the
LLCs are the land, buildings and leasehold improvements, the total of which at December 31, 2006 and
2005 was approximately $9.4 miltion and $9.6 million, respectively.

As it pertains to the Company’s 50% investment in HECOP |, the investment has been reduced to
zero on the Company’s books during 2005 because of losses which exceeded the Company’s investment
in HECOP I by approximately $365,000 through December 31, 2006. The Company is not obligated to
provide any additional funding to HECOP I. Future g:,alns will not be recognized from HECOP I until the
unrecogmzed losses are fully offset.

In accordance with the terms of the LLCs’ operating agreements, the Property Manager charges the
LLCs a management fee to offset its real estate management costs. The management fee is calcuiated as a
percentage of the LLCs” monthly rent. For the years ended December 31, 2006, 2005 and 2004, total
management fees charged to the LLCs were approximately $126,000, $70,000 and $66,000, respectively.
Until January 21, 2005, the Property Manager also leased approximately 14,000 square feet of office and
garage space in one of the LLCs for which it made annual lease payments of approximately $7 000 in
2005 and $202,000 in 2004.

The Company leases its priﬁcipal office space, as referred to in Note 9, from one of the
LLC’s.
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Note 5—Fair Value of Financial Instruments

The carrying value of certain financial instruments included in the accompanying consolidated
balance sheet, along with the related fair value, as of December 31, 2006 and 2005 are as follows:

2006 20058
Carrying Fair . Carrying Fair
Value Value Value Value
' Long-term debt $ (48,170) § (48,369) - $ (41,456) S (43,960) ,
Interest rate swap benefit (liability) $ 30 $ 30 $ 2 S (2) )

There are no quoted market prices for the Company’s various long-term debt issues thus, the fair
values have been determined based on quoted market prices for securities similar in nature and in
remaining maturities. The fair value for long-term debt shown above does not purport to represent the
amounts at which those debt obligations would be settled. The fair market value of the Company’s
interest rate swaps represents the estimated cost to terminate these agreements as of December 31, 2006
and 2005 based upon current interest rates.

The carrying values of the Company’s cash, restricted cash, and short-term notes receivable
approximate their fair values because of the short maturity dates of those financial instruments.
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Note 6—Post Retirement Benefit Plans

Pension Plan

The Company has a non-contributory, defined benefit pension plan (the “Plan”) covering
substantially all full-time employees. The benefits are formula-based, giving consideration to both past
and future service as well as participant compensation levels. The Company’s funding policy is to
contribute annually up to the maximum amount deductible for federal tax purposes. Contributions are
intended to provide not only for benefits attributed to service to date but also for those expected to be
earned in the future. The Plan uses December 31 for the measurement date to determine its projected
benefit obligation and fair value of plan assets. The Plan uses January 1 as the measurement date to

determine net periodic benefit costs.

The following table sets forth the pension plan’

respectively:

.Change in benefit obligation:
Benefit obligation, beginning of year
Service cost
Interest cost
Actuarial (gain)/loss
‘Benefits paid, excluding expenses

Benefit obligation, end of year .

Change in plan assets:
Fair value of plan assets, beginning of year
Actual return (loss) on plan assets, net
Expenses
Employer contribution
Benefits paid, excluding expenses -

Fair value of plan assets, end of year

The plan’s funded status was as follows:
Funded status :
‘Unrecognized net actuarial loss
Unrecognized transition asset
Unrecognized prior service cost

+ Net amount recognized

s funded status at December 31, 2006 and 2005,

2006 2005
($000’s)
$ 6,793 $ 5,868
179 325
383 342
(98) 414
(177) (156) .
$ 7.280 $ 6,793
“$ 4,608 $ 4334
385 222,
(14) (12)
413 220
. (177) (156)
$ 5215 $ 4,608
$-(2,065) $ (2,185)
— 2,488
— (14)
— 2
$ (2,065) $ 291
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~ Amounts recognized in the consolidated balance sheet as of

December 31, 2006 and 2005 consisted of* -

Non-current asset § — 2

Accumulated other comprehensive income C - 1,346

Current liability : (175) —

Non-current liability : _ (1,890) (1,057)
Total : : . | $ (2,065) $ 291

Wéighted average assumptions used to value benefit obligations were as follows: 7
Discount rate at the end of the year ' ‘ 5.75% 5.50%
Rate of compensation increase at the'end of the year 3.00% 3.00%

The components of net periodic pension costs is as follows:

Year Ended December 31,
2006 2005 2004

_ (3000’s)
Service cost, benefits eamed during the period $ 379 $ 324 § 251
Interest cost on projected benefit obligation -~ _ 383 342 307
Expected return on-plan assets - (349) (322) (312) -
Amortization of prior service cost : R 1 - |
Amortization of transition asset - (14) (14) ° (14)
Recognized net actuarial loss 101 77 52
| Net periodic benefit cost $ 501 § 408 § 285
Weighted average assumptions used to calculate net periodic benefit cost "
were as follows: ' .
‘Discount rate at the beginning of the year ' 550% 5.75% 6.25%
Expected return on plan assets for the year (net of investment
expenses) ' : 7.50%  7.50% 8.00%
Rate of compensation increase at the beginning of the year 3.00% 3.00%  3.00%

Our expected long-term rate of return on pension plan assets is based on the Plan’s expected asset
allocation, expected returns on various classes of Plan assets as well as historical returns.

The projected benefit obligation, the accumulated benefit obligation and the fair value of plan assets
for the Plan were approximately $7.3, $6.2, and $5.2 million, respectively, as of December 31, 2006 and
approximately $6.8, $5.7 and $4.6 million, respectively, as of December 31, 2005. Since the market value
of the Plan’s assets was lower than the Plan’s accumulated benefit obligation, the Company recorded a
minimum pension liability of approximately $1.0 and $1.1 million at December 31, 2006 and 2003,
respectively. This resulted in a decrease in the additional minimum liability for the Plan of approximately
$100,000.in 2006 and $451,000 in 2005, prior to the adoption of SFAS 158.
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In establishing its investment policy, the Company has considered the fact that the pension plan is a

" major retirement vehicle for its employees and the basic goal underlying the establishment of the policy is

to provide that the assets of the Plan are prudently invested. Accordingly, the Company does not consider
it necessary to adopt overly aggressive investment approaches that may expose the pension assets to
severe depreciation in asset values during adverse markets. The investment policy should provide a high
probability of generating a rate of return equal to at least 4% in excess of inflation over a long-term time
horizon. The Company’s investment strategy applies to its post retirement plans as well as the Plan.

- The Plan’s investment strategy utilizes several different asset classes with varying risk/return
characteristics. The following indicates the asset allocation percentage of the fair value of the Plan assets
as of December 31 as well as the Plan’s targeted allocation range:

‘ 2006 2005 Asset Allocation Range
Equities : - O 60% 47% 50% — 60%
Fixed income 39% 53% 40% — 50%
Other _ 1% — % - 5%
Total 100% 100%

During 2004, the Company contributed 15,750 shares (21,000 shares as adjusted for the four-for-
three stock split effective June 1, 2005) of its common stock into the Plan. The value of this contribution,
based on the closing price of the Company’s common stock on that date, was approximately $400,000.
While not required to make contributions to the Plan, in order to satisfy the minimum funding
requirements of the Employee Retirement Income Security Act of 1974, applicable to defined benefit
pension plans, the Company anticipates that it will contribute approximately $490,000 to the Plan in
2007.

The following benefit payments, which reflect expected future service, as appropriate, are expected
to be paid in the years indicated: '

_(3000’s)
2007 $ 175
2008 : - 182
2009 261
2010 ' 277
2011 302
2012-2016 2,036
Total - $ 3,233

At December 31, 2005, the accumulated benefit obligation was in excess of pension assets. As
prescribed by SFAS 87 “Employers” Accounting for Pensions,” the Company had a $1.1 million
minimum liability at December 31, 2005, for this unfunded pension obligation. As permitted under
accounting guidelines then applicable, these accruals were offset by a corresponding debit to a long-term
asset up to the amount of accumulated unrecognized prior service costs. Any remaining amount was to be
recorded in accumulated other comprehensive income on the Consolidated Balance Sheet.
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Defined Contribution Plan

In addition to the defined benefit plan, the Company has a defined contribution plan”covering
substantially all full-time employees. Under this plan, the Company matches 100% of the first 3% of each
participating employee s salary contributed to the plan. The matching employer’s contributions, recorded
as operating expenses, were approximately $146,000, $132,000 and $121,000 for 2006, 2005 and 2004,

respectively.
Other Post-retirement Benefits

The Company provides post-retirement medical benefits to current and retired employees through *
separate post-retirement medical plans for its union and non-union employees. Future benefits, payable to
current employees upon reaching normal retirement date, are calculated based on the actual percentage of
wage and salary increases earned from the plan inception date to normal retirement date. The post
retirement plans use December 31 for the measurement date to determine their projected benefit
obligation and fair value of plan assets. These plans use January 1 as the measurement date to determme
net periodic benefit cost.

The following table sets forth the post-retirement medlcal plans’ funded status at December 31,
2006 and 2005, respectively:

2006 2005

‘ . (5000°s)
Change in benefit obligation: i
Benefit obligation, beginning ofthe year -$ 1,104 % 1,020
Service cost 56 49
Interest cost A © 62 57
Actuarial (gain) loss : o (19) 5
Benefits paid, excluding expenses 27 27N
Benefit obligation, end of year ' : $ 1,176 8§ 1,104
. Change in plan assets: : .
Fair value of plan assets, beginning of the year $ 489 % 471
Actual return (loss) on plan assets, net - 38 18
Employer contribution ' o 27 28
Benefits paid, excluding expenses ‘ : 27 (28)
Fair value of plan assets, end of year $ 527§ 489
The plan’s funded status was as follows: ‘
Funded status $ (649) § (615)
Unrecognized net actuarial loss —_ 23
Unrecognized prior service cost ; . — 24
Net amount recognized $ (649) S (568)
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Amounts recognized in the consolidated balance sheets as of ,

December 31, 2006 and 2005 consisted of’ ) ‘
. $ _ % R

Non-current asset _ . :
Current liability : : 28) - —
Non-current liability . (621) (568)
“Total ' $ (649) § (368)

Weighted average assumptions used to value benefit obligations were as
follows: .

Discount rate at the end of the year . 5.75% 5.50%

‘Rate of compensation increase at the end of the year - 3.00% - 3.00%

Net periodic other post-retirement benefit cost inctuded the following

components:
' ‘Year Ended December 31,
2006 2005 2004
' $(000°s)

Service cost, benefits earned during the period $ 56 § 49 $ 39

Interest cost on accumulated post-retirement benefit obligation © 62 ' 57 54

Expected return on plan assets 3% (38) (30)

Amortization of prior service cost . - . 14 15 - 15

Amortization of transition obligation — —
Recognized net actuarial loss . : ' — — V- —

Net periodic benefit cost , : $ 93 $ 8 § 78

Weighted average assumptions used to calculate net periodic benefit
cost were as follows:

Discount rate at the beginning of the year ' 5.50% 5.75% 6.25%
Expected return on plan assets for the year (net of investment ) '
expenses) 7.50% 7.50% 8.00%
Rate of compensation increase at the beginning of the year 3.00% 3.00% 3.00%
Healthcare cost trend rate at the beginning of the year 9.00% 9.00% 9.00%

A one percent change in the assumed health care cost trend rate would not have had a material effect
on the post-retirement benefit cost or the accumulated post-retirement benefit obligation in 2006.
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The- following indicates the asset allocation percer;tages of the fair value of total post-retirement
benefit plan assets for each major type of post-retirement plan assets as of December 31 as well as
targeted percentages and the permissible range:

Asset
) AHocation
20006 2005 Range
Equities _ ) 57% 56% 55% —65%
Fixed income ) ) 34% 40% 35% —45%
Other . T 9% . 4% 0% -5%
Total o : 100% 100%

* The assets of the Company’s PBOP plan are held in two separate VEBA trusts.

The foliowing benefit payments, which refiect expected future service, as appropriate, are expected
to be paid in the vears indicated:

($000’s)

2007 ' , ' : $ 28
... 2008 P 1 B
2009 - . _ 36
2010 - : : 42
2011 ' _ 52
2012-2016 ' _ 380

3 . $ 569
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The Company offers post-employment medical benefits for employees who retire prior to their
normal retirement age and who have met certain age and service requirements. The benefits, which are
offered through a separate plan, allow continuity of coverage at group rates from the employee’s
retirement date until the employee becomes eligible for Medicare. The plan became effective October 1,
2003. If the employee elects to remain on the Company’s group medical plan, the employee will be
responsible for reimbursing the Company for the full monthly premium. Upon request, the spouse of the
employee may remain on the Company’s group medical plan as long as the full monthly premium is
reimbursed to the Company. The post-employment plan is funded from the general assets of the
Company. '

The following table sets forth the post-retirement medical plans for employees who retire prior 1o
their normal retirement age funded status at December 31, 2006 and 2005, respectively:

2006 2005

(000°s)
Change in benefit obligation: :
Benefit obligation, beginning of year . ) $ 757 § 677
Service cost 71 59
Interest cost ‘ 39 36
Actuarial gain ' . (78) (15)
Benefits paid, excluding expenses — —
Benefit obligation, end of year . $ 789§ 757
The plan’s funded status was as follows: _
Funded status $ (789) $§ (757)
Unrecognized net actuarial gain — " 194
Unrecognized prior service cost = 310
Net amount recognized $ (789) $ (253)
Amounts recognized in the consolidated balance sheets as of
December 31, 2006 and 2005 consisted of: )
Non-current asset : $ — 3 —
Current liability (38) —
Non-current liability (751) (253)
Total $ (789) $ (253)
2006 2005
Weighted average assumptions used to value benefit obligations were as follows: _
Discount rate at the end of the year 5.75% 5.50%
Health care cost trend rate at the end of the year 9.00% 9.00%
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Net periodic other post-retirement benefit cost included the

following components:
Year Ended December 31,

2006 2005 2004
(5000°s)
Service cost, benefits earned during the period $ 71 3 .59 § 51
Interest cost on accumulated post-retirement benefit _
obligation 40 36 34
Amortization of prior service cost : 22 22 .22
Recognized net actuarial loss 5 6 6
Net periodic benefit cost . 3 138 § 123 § 113
: . 2006 2005 2004
Weighted average assumptions used to calculate net periodic .
benefit cost were as follows: :
Discount rate at the beginning of the year 5.50% 5.75% - 6.25%
Health care cost trend rate at the beginning of the year 9.00% 9.00% 9.00%

The estimated benefit payments for the years after 2006 are as follows:

(5000°s)

2007 : ' 3 38
2008 . 39
2009 ' : 54
2010 , 37
2011 32
2012-2016 - 407
$ 607

The Company.adopted SFAS 158 on December 31, 2006. Because the Company is subject to
regulation in the state in which it operates, it is required to maintain its accounts in accordance with the
regulatory authority’s rules and regulations, which may differ from other authoritative accounting
pronouncements. In those instances, the Company follows the guidance of SFAS 71." Based on prior
regulatory practice, and in accordance with the guidance provided by SFAS 71, the Company recorded an
underfunded pension and postretirement obligations, which otherwise would be recognized as Other
Comprehensive Income as of December 31, 2006 under SFAS 158, as a Regulatory Asset, and expects to
recover those costs in rates charged to customers. The adoption of this standard had no impact on results
of operations or cash flows. '
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The following table summarizes the effect of adopting SFAS 158 on the Company’s Consolidated
Balance Sheet as of December 31, 2006.

Pre- SFAS 158 Post-
Assets: : Adoption Adoption  Adoption
: ($000’s)
Deferred charges and regulatory assets $ 7333 0§ 2678 § 10,011
Liabilities and equity: ) ’ .
Deferred credits and other reserves (15,748) (1,943) (17,691)
Accumulated other comprehensive income (loss) 717 (735) (18)

In May 2004, the FASB issued Staff Position (“FSP”) 106-2, “Accounting Disclosure Requirements
Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003 (the “Act’).
The Act provides for prescription drug benefits for retirees over the age of 65 under the Medicare Part D
program. For employers like the Company, who currently provide retiree medical programs for former
employees over the age of 65, there are potential subsidies available which are inherent in the Act. The
Act potentially entitles these employers to a direct tax-exempt federal subsidy. This FSP provides
guidance on the accounting for the effects of the Act. The guidance indicates that, when an employer
initially accounts for the subsidy, the effect on the accumulated post-retirement benefit obligation should
be accounted for as an actuarial gain (assuming no plan amendments are made). In addition, since the -
subsidy would affect the employer’s share ‘of its plan’s costs, the subsidy is included in measuring the
costs of benefits attributable to current service. Therefore, the subsidy should reduce service cost when it
is recognized as a component of net periodic post-retirement benefit cost. This FSP became effective on
July I, 2004. The Company has concluded, in consultation with its actuarial service provider, that the
adoption of this FSP did not have a material effect on the Company’s consolidated financial statements.
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Note 7—Stock Based Compensation Plans

In December 2004, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 123R,
“Share-Based Payment” (“SFAS 123R”). SFAS 123R replaces SFAS No. 123, “Accounting for Stock-
Based Compensation” ("SFAS 123”) and supersedes Accounting Principals Board (“APB”) Opinion
No. 25, “Accounting for Stock Issued to Employees” ("APB 25"). The Company adopted the provisions
of SFAS 123R as of January 1, 2006 using the modified prospective transition method, which does not
require restatement of prior year results. The resulting impact on the income statement for the year ended
December 31, 2006 was approximately $45,000, net of taxes of $30,000. SFAS 123R requires that all
share-based payments to employees, including grants of stock options, be recognized as compensation
expense in the financial statements based on their fair value.

Prior toJanuary 1, 2006, the Company followed APB 25 and the disclosure requirements for SFAS
No. 148 “Accounting for Stock-Based Compensation — Transition and Disclosure — an Amendment of
FASB Statement No. 1237 (“SFAS 148") with pro forma disclosures of net income and earnings per share,
as if the fair value-based method of accounting as defined in SFAS 123 has been applied. The Company’s
consolidated financial statements as of and for the year ended December 31, 2006 reflect the impact of
adopting SFAS 123R. The total compensation cost related to non-vested stock option awards are
approximately $58,000, net of tax as of December 31, 2006. These costs are expected to be recognized in
earnings over 2006, 2007 and 2008.

The Company provides its officers and key employees incentive and non-qualified options on a
discretionary basis pursuant to two stock option plans, the 1995 Stock Option Plan (1995 Plan”) and the
2000 Stock Option Plan (“2000 Plan™). '

The 1995 Plan permits the granting of both incentive stock options and non-qualified stock options
to employees at a price per share equivalent to the market value at the date of the grant. Options become
‘exercisable immediately following the grant and expire ten years from the date of grant. The number of
shares of common stock subject to issuance under the 1995 Plan is 75,000 (200,000 shares after the three-
for-two stock split in September 1998 and the four-for-three stock splits in December 2001 and June
2005). At December 31, 2006 and 2005, no further shares were available for future grant under the 1995
Plan.

The 2000 Plan provides for the granting of both incentive stock options and non-qualified stock
options to employees at a price per share equivalent to the market value at the date of the grant. Options
generally become exercisable immediately following the grant and expire ten years from the date of grant.
The number of shares of common stock subject to issuance under the 2000 Plan is 150,000 (266,667
shares after the four-for-three stock splits in December 2001 and June 2005). At December 31, 2006,
19,629 shares were available for future grant under the 2000 Plan. The Company intends to recommend
at its 2007 Annual Meeting of Shareholders that the 2000 Plan be amended and restated to permit the total
issuance of 500,000 shares, of which 254,897 would be available for issuance.

For purposes of calculating the fair value of each stock grant at the date of grant, the Company used
the Black Scholes Option Pricing model. The following table illustrates the effect on net income and
earnings per share if the Company had applied the fair value recognition provisions of SFAS 123R to the
stock-based employee compensation for the years ended December 31, 2005 and 2004:
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December December
31, 2005 31, 2004

($000’s, except per share

data)

Net income available to common shareholders h) 477 § i,820
Less:

Total fair value of stock-based employee compensation

expense for all awards, net of related taxes ' 339 153°
Pro forma net income _ $ 138§ 1,667
Basic net income per share:

As reported : $ 013 % 0.57

Pro forma $ 004 $ 0.52
Diluted net income per share:

As reported ' $ 0.13 8§ 0.57

Pro forma $ 0.04 $ 0.52

The following table summarizes the activity under the stock option plans for the three-year period
ended December 31, 2006. This activity has been adjusted to reflect the four-for-three stock split which
was effective on June 1, 2005:

Weighted
' ' - - Average
Number of - Price per Price

i _ Shares Share per Share
Options outstanding at December 31, 2003 146,451 £6.09-20.25 3 17.65
Granted - , 33,200 2124 21.24
Exercised (267) 11.81 11.81

Canceled — — _

Options outstanding at December 31, 2004 179,384 6.09-21.24 18.32
Granted ' 107,433 19.51-19.67 . 19.60
Exercised (19,164) 6.09-19.67 . 1496

. Canceled (9,333) 20.14-21.24 20.49
Options outstanding at December 31, 2005 258,320 6.09-21.24 19.02
Granted 40,000 19.00 19.00
Exercised (65,023) 15.29-21.24 18.74
Canceled - (2,080) 15.29-21.24 19.80
Options outstanding at December 31, 2006 ' 231,217 $ 6.09-21.24 $ 19.09
Exercisable at December 31, 2004 166,051 § 6.09-21.24 h 18.34
Exercisable at December 31, 2005 249,431 $ 6.09-21.24 £ 19.00
Exercisable at December 31, 2006 195,660 $ 6092124 % 19.07
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The following table summarizes information about options outstanding and exercisable at December |
31, 2006. All amounts have been adjusted to reflect the four-for-three stock split effective June 1, 2005.

. Options Outstanding Options Exercisable’
Weighted . ‘Weighted
Average o Average -
Number of Remaining Exercise Number of Exercise .
Exercise Shares Contractual Life . Price " Shares Price
Price Qutstanding (in years) per Share Outstanding - per Share
$ 6.09 335 , 0.03 . $6.09 | 335 §$6.09
713 - 333 1.02 . - 713 333 113
11.81 . 3,738 2.02 11.81 _ 3,738 11.81
15.29 16,496 . 4.04 15.29 16,496 15.29
17.44 20,310 13.02 17.44 . 20,310 ) 17.44
19.00 40,000 9.65 19.00 . 13,333 . 19.00
19.51 38,400 8.95 19.51 38,400 . 19.51
19.67 - 52,001 ' 8.08 19.67 - 43,111 19.67
20.14 22,535 6.76 20.14 22,535 20.14
20.25 14,001 5.07 - 2025 14,001 - 20.25 ;
21.24 23,068 7.07 21.24 23,068 21.24
231,217 : 195,660
The weighted average fair value per share of options granted during 2006, 2005, and 2004 was o

$3.53, $3.43, and $3.57, respectively. The fair value of each option grant is estimated on the date of grant
using the following assumptions: . :

Year Ended December 31,

2006 2005 2004
Risk-free interest rate 4.75% 4.01% 3.12%
Expected dividend yield : 3.47% 3.37% 3.04%
Expected lives o 5 years 5 years 5 years

Expected volatility | _ 22.00%  2200%  24.00%

102




PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 8—Shareholder Rights Plan

On Apnit 20, 2000, the Company’s Board of Directors adopted a Rights Agreement and declared a
dividend of one preferred share purchase right (“Right”) for each outstanding share of common stock,
$1.00 par value. The Rights Agreement was amended by the Board of Directors on ] uly 28, 2006. Each
Right entitles the sharehoider to purchase one one-hundredth of a share of Series A Junior Participating
Preferred Stock of the Company at an exercise price of $85.00 per share, subject to adjustment. The
Rights become exercisable in the event that a person or group acquires, or commences a tender or
exchange offer to acquire, more than 15% (as amended from 10% effective August 10, 2006) of the
Company’s outstanding common stock. In that event, each Right will entitle the holder, other than the
acquiring party, to purchase a number of common shares of the Company having a market value equal to
two times the Right’s exercise price. If the Company is acquired in a merger or other business
combination at any time after the Rights become exercisable, the Rights wiil entitle the holder to purchase
a certain number of shares of common stock of the acquiring company having a market value equal to two
_times the Right’s exercise price. The Rights are redeemable by the Company at a redemption price of $.01
per Right at any time before the Rights become exercisable. The Rights wﬂ] expire on April 19, 2010,
unless previously redeemed.
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Note 9—Commitments and Contingencies

Pending Municipalization Efforts

On March 25, 2004, the City of Nashua, New Hampshire (the “City”) filed a petition with the New
Hampshire Public Utilities Commission (the “New Hampshire PUC”) under the New Hampshire utility
municipalization statute, NHRSA Ch. 38, seeking to take by eminent domain all of the utility assets of the
Company’s three utility subsidiaries. Under NHRSA Ch. 38, if the New Hampshire PUC makes a finding
that it is in the public interest to do so, a municipality may take the assets of a utility providing service in
that municipality. The New Hampshire PUC is also charged with determining the amount of
compensation for the assets that it finds is in the public interest for the municipality to take. On January
21, 2005, the New Hampshiré PUC issued an order ruling, among other things, that (1) the City does not
have the legal authority to pursue a taking of the assets of the two Pennichuck utility subsidiaries that
provide no service in Nashua, Pennichuck East Utility, Inc. and Pittsfield Aqueduct Company, Inc. and
(2) the City does have the legal authority to pursue a potential taking of all of the assets of Pennichuck
Water Works, Inc., subject to a determination by the New Hampshire PUC as to what portion of those
assets, if any, it is in the public interest for Nashua to take. ‘Please refer to Note 15 for a discussion of the
background of the proceeding, the issues and uncertainties associated with the proceeding, and the
possible outcomes of the proceeding. '

As described in Note 15, the eminent domain trial before the New Hampshire PUC began on
January 10, 2007 but was subsequently suspended by agreement of the parties to allow the City and
Pennichuck to engage in settlement discussions. If a settlement cannot be reached, the hearing has been
scheduled to resume in June 2007,

If the City ultimately is successful in obtaining a determination by the New Hampshire PUC that it

should be allowed to take some or all of Pennichuck Water’s assets, the City is not required under

NHRSA Ch. 38 to complete the taking and could ultimately choose not to proceed with the purchase of
the assets. The Company cannot predict the ultimate outcome of these matters. It is possible that, if the
acquisition efforts of the City are successful, the financial position of the Company would be materially
impacted. : B

Prior to the City’s filing of its eminent domain case at the New Hampshire PUC, the Company filed
a Petition for Declaratory Judgment in New Hampshire Superior Court seeking a determination that the
City had waited too long to seek condemnation authority from-the New Hampshire PUC after obtaining a
public vote on November 26, 2002 regarding municipalization of water utility assets as well as a
determination that NHRSA Ch. 38 was unconstitutional on a number of grounds and, later, that the New
Hampshire PUC proceeding ultimately filed by the City exceeded the scope of the assets that were
properly the subject of an attempted taking by the City under NHRSA Ch. 38. On September 1, 2004, the
Superior Court ruled adversely to the Company on a number of these' issues, deferred to the New
Hampshire PUC with regard to the issue relating to the scope of the assets that the City could seek to
acquire, and determined that one of the constitutional claims raised by the Company should be addressed
only after thé proceeding at the New Hampshire PUC had concluded. On November 16, 2005 the New
Hampshire Supreme Court issued a ruling upholding the decision of the Superior Court. ‘ '
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In addition to its efforts to obtain declaratory relief, the Company also brought suit against the City
in New Hampshire Superior Court to obtain monetary damages that the Company believes resulted from
the City’s efforts to acquire some or all of the assets of the Company. The City removed the case to
United States District Court for the District of New Hampshire and then sought to have the case dismissed
in its entirety. On September 13, 2004, the District Court dismissed the Company’s federal law claims
without prejudice on the basis that the Company had not yet exhausted its available state law remedies

_ and remanded the case to New Hampshire Superior Court for consideration of the Company’s state law

claims. On December 1, 2004, the Superior Court dismissed the remainder of the case without prejudice
on the basis that the claim for damages was premature and giving the Company the right to refile the case
at a later date depending on the outcome of the proceeding before the New Hampshire PUC.

The Town of Pittsfield voted at its town meeting in 2003 to acquire the assets of the Company’s
Pittsfield subsidiary by eminent domain. In April 2003, the Town notified the Company in writing of the
Town’s desire to acquire the assets. The Company responded that it did not wish to sell the assets.
Thereafter, no further action was taken by the Town until March 2005, when the Town voted to
appropriate $60,000 to the eminent domain process. On March 22, 2005, the Company received a letter

~ from the Town reiterating the Town’s desire to acquire the assets of the Company’s Pittstield subsidiary,.

and by letter dated May 10, 2005, the Company responded that it did not wish to sell them. The Company
does not have a basis to evaluate whether the Town will actively pursue the acquisition of the Company’s
Pittsfield assets by eminent domain, but since the date of the Town’s letter to the Company the Town has
not taken any additional steps required under New Hampshire RSA Chapter 38 to pursue eminent
domain.

The Town of Bedford voted at its town meeting in March 2005 to take by eminent domain the
Company's assets within Bedford for purposes of establishing a water utility, and by letter dated April 4,
2005 inquired whether the Company, and any relevant wholly owned subsidiary of the Company, is
willing to sell its assets to Bedford. The Company responded by letter dated June 1, 2005, informing the
Town that the Company does not wish to sell those assets located in Bedford that are owned by any of its
subsidiaries. The.Company has not received a response to its letter, and since the date of the Town's letter
to the Company the Town has not taken any additional steps required under New Hampshire RSA
Chapter 38 to pursue eminent domain.

The Company cannot predict the ultimate outcome of these matters. It is possible that, if the
acquisition efforts of the City and/or the Towns of Pittsfield or Bedford were successful, the financial
position of the Company would be materially impacted. No adjustments have been recorded in the
accompanying consolidated financial statements for these uncertainties. .

Settlement of Reguiatorv Invesngat:on

The Company and Maurice L. Arel, the Company s former President and Chief Executlve Officer,
were the subject of parallel investigations by the New Hampshire Bureau of Securities Regulation (the
“Bureau™) and the U.S. Securities and Exchange Commission {the “SEC™) that began in late 2002 and
early 2003, respectively. Effective December 16, 2004, the Bureau and the SEC entered into settlements
with the Company and Mr. Arel regarding matters related to those investigations.
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Under the terms of the settlement with the Bureau, the Company’s shareholders as of March 31,
2003 received a payment totaling $280,000 as of March 1, 2005. Mr. Arel was financially responsible for
$160,000 of that amount and the Company was responsible for the balance. In accordance with the terms
of the Bureau settlement, neither Mr. Arel nor any director of the Company who was a shareholder as of
March 31, 2003 was entitled to receive any portion of the shareholder payment.

In connection with the settlement of the Bureau and SEC investigations, the Company and Mr. Arel
entered into a separate settlement regarding Mr. Arel’s claim under a 1994 Insurance Funded Deferred
Compensation Agreement with the Company.

Operating Leases .

The Company leases its corporate office space as well as certain office equipment under operating
lease agreements expiring through April 2009. Total rent expense was approximately $251,000,
$174,000, and $148,000 for the years ended December 31, 2006, 2005, and 2004, respectively.

The Company’s remaining lease commitments for its corporate office space and leased equipment
-as of December 31, 2006 are as follows:

Amount

. (5000’s)

- 2007 - 3 181
.2008 o - <143
2009 _ : 51
2010 and thereafter ‘ . —

Total A ' ' % 375

/.
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Note 10—Guarantees

As discussed in Note 4, Southwood holds a 50% interest in four limited liability companies known
as HECOP I, HECOP 11, HECOP {ll and HECOP 1V, each of which owns land and three of which own a
commercial office building, subject to a mortgage note with a local bank. The mortgage note; totaling
approximately $9.5 million, which are not included in the accompanying consolidated balance sheets, are
each secured by the underlying real property. In addition, Southwood is contingently liable on one-half of
the outstanding balances of two of the three outstanding mortgages, and as such, it has issued a guarantee
to the mortgagee for its share of the guaranteed indebtedness. At December 31, 2006, Southwood was
contingently liable on approximately $3.1 million of mortgage indebtedness associated with the limited
liability companies. The Company has assessed these equity investments in accordance with FIN 46(R)
“Consolidation of Variable Interest Entities,” and has determined that it is not the primary beneficiary of
these variable interest entities. : ' :
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Note 11—Supplemental Disclosures on Cash Flow and Non-Cash Items

Supplemental cash flow information for the three years ended December 31 is presented below:

2006 2005 2004
o (5000’s)
Cash paid during the year for: .
_ Interest $ 2426 $ 1,952 -5 1,947
Income taxes ) C 72 62 69
Non-cash items: . ) -
Contributions in aid of construction . 2,613 2,644
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Note 12—Business Segment Information

The Company follows the provisions of SFAS No. 131, “Disclosures about Segments of an
Enterprise and Related Informatton ” SFAS No. 131 establishes standards for reporting information
regarding operating segments in annual financial statements and requires selected information for those
segments to be presented in interim financial reports issued to shareholders. The Company $ operating
activities are grouped into three primary business segments as follows:

Water utility operations — Involved in the collection, treatment and distribution of potable water
for domestic, industrial, commercial .and fire protection service in the City of Nashua and certain

surrounding communities in southern and central New Hampshire.

Real estate operations — Involved in the ownership, development, management and sale of
industrial and residential property in Nashua and Merrimack, New Hampshire.

Water management services and other—Includes the contract operations and laboratory testing
activities of Service Corporation and sundry activities of the Company.

The following table presents information about the Company’s three primary business segments;

2006 2005 2004
($000°s)
Operating revenues: _
Water utility operations $§ 21974 § 21,551 3 19,601
_Real estate operations 106 206 1,304
Water management services & other ' 2,401 2,107 - 1,987
Total operating revenues $ 24481 §$ 23,864 by 22,892

Operating income: '

Water utility operations % 3728 § 4712 8§ 4,409

Real estate operations (109) - (12) 1,022

Water management services & other ' 34 131 618"
Total operating income ' $§ 3653 § 4831 Y 6,049

Purchases of property, plant and eqﬁipment: -

' Water utility operations $ 21,383 $ 10,882 § - 5992
Real estate operations — — —
Water management services & other : 12 — 121

Total purchases of property, plant and .
equipment $ 21395 $ 10882 § 6,113

Total assets: ' ' : ' '

Water utility operations ' $ 139437 $ 118,626 -§ 97,733
Real estate operations ‘ 2,609 2,375 1,776
Water management services & other 2,839 12,585 2,618

Total assets , $ 144,905 $ 133,586 § 102,127
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2006 - 2005 2004
" (3000°s)
Depreciation and amortization expense: : ‘ , .
Water utility operations § 355 $ 3237 % 3,103 -
Real estate operations — — —
Water management services & other 33 18 14
Total depreciation and amortization expense  § 3,598 § 3,255 $ 3,117

The operating revenues within each business segment are sales to unaffiliated customers. Operating
income is defined as segment revenues less operating expenses including allocable parent company
expenses attributable to each business segment as shown below.

2006 2005 2004
(S000°s)
Allocated parent expenses: ‘
Water utility operations $ 1266 $ 1,178 § 832
Real estate operations (21 (43) 37
Water management services & other 66 56 40
Total allocated parent expenses $ L3 & 1,191 % 909

The general and administrative expenses allocated by the parent company 10 its subsidiaries are
calculated based primarily on a ratio of each subsidiary’s revenues, assets, customer base and net plant to
the consolidated amounts for each metric.

In addition, all of the employees of the consolidated group (other than Southwood) are employees of
~ Pennichuck Water, which in turn allocates a portion of its labor and other direct expenses and general and
administrative expenses to the Company’s other subsidiaries. This intercompany allocation reflects
Pennichuck Water’s estimated costs that are associated with conducting the activities within the
Company’s subsidiaries. The allocation of Pennichuck Water costs is based on, among other things, time
records for direct labor, customer service activity, and accounting transaction activity.

Within the water utility business segment, one customer accounted for approximately 8 percent of
water utility revenues in 2006. That same customer accounted for approximately 9 percent of water utility
revenues in 2005 and 2004. During 2006, 2005, and 2004, the water utility segment recorded
approximately $1.8, $1.9, and $1.9 million, respectively, in water revenues which were derived from fire
protection and other billings to the City of Nashua. As of December 31, 2006, 2005, and 2004, this
customner accounted for approximately 10% of total accounts receivable. '
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Note 13—Asset Retirement Obligations .

. The Company has identified the need to materially restore or remove one of its existing dams,

which is no longer needed to support water sources for the Company. Based upon studies conducted in
cooperation with the State of New Hampshire, it has been determined that this dam will be removed
within the next twelve to twenty-four months, restoring the abutting watershed to its original state. As of
December 31, 2006, the Company had information available that supported the recording of an asset
retirement obligation as the amount of the cost of removal could be reasonable estimated, and the timing
and requirements to complete this process were clearly defined and estimable. In accordance with SFAS
No. 143, Accounting for Asset Retirement Obligations and Financial Interpretation Number (FIN) No. 47,
Accounting for Conditional Asset Retirement Obligations, the Company recorded an asset retirement
obligation of $227,000 with a corresponding charge to a regulatory asset. Under SFAS 71, if the cost of
this removal can be reasonable determined to be recoverable in future rates, then the offsetting cost
- relating to this liability can be included in regulatory assets. As of December 31, 2006, approximately
$227,000 was included in Other Current Liabilities and Deferred Charges and Other Assets, relating to
this asset retirement obligation, ‘
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Note 14—Quarterly Financial Data (Unaudited)
‘ First Second Third Fourth
' ~ Quarter Quarter~ Quarter Quarter

.- o (S000’s, except pér share amounts)
Year Ended December 31, 2006 - ' :

Revenues ' "% 5,164 $ 5821 § 7366 § 6,130
Operating Income . ' 206 1,014 1,687 746
Net income (loss) : ) . 707y - 155 670 452
Earnings (loss) per common share R o
Basic : ‘ S @017y $ 004 % 016 $ 011,
Diluted $ 017y § 004 $ 016 § 0.1

 Year Ended December 31,2005 ° | I
Revenues o $ 4861 - $ 6,179 $. 7012 $- 5812

Operating Income . ' 47 1,517 . 2,002 1,265
Net income (loss) (460) 323 592 22
Earnings (loss) per common share . -
Basic .$ (014 $ 010 $ 014 § 001
Diluted $ $§ 010 8 014 -5 0.0

(0.14)
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Note 15—Subsequent Events .

_ On January 16, 2007, the Company and the City announced that they had entered into an agreement
to request at least a 120-day suspension of the eminent domain proceedings, including the ongoing
hearings then pending before the New Hampshire PUC. The suspension request was unanimously
approved by the New Hampshire PUC,

Pennichuck and the City have agreed to suspend the eminent domain proceedings in order to
conduct confidential discussions regarding a possible comprehensive settlement .that could involve
Nashua’s acquisition of some or all of the assets of Pennichuck or one or more of its subsidiaries, or
alternatively the shares of Pennichuck stock. Pennichuck and the City have also agreed to seek an
extension of the suspension of the New Hampshire PUC proceeding for an additional 60 days or more,
subject to New Hampshire PUC approval, if such an extension may faciiitate a comprehensive settlement.”
As part of the suspension agreement, the City made a $250,000 cash payment to Pennichuck in January
2007. There can be no assurance, however, that Pennichuck and the City will be able to negotlate a
mutually acceptable settlement.

On February 15, 2007, Company negotiated a new contract with the union Wthh expires in
February 2010. The new contract provides for severance payments under certain circumstances involving
a change of control of the Company, as deﬁned The Company intends to implement similar payments
for its non-union workforce.
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Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE

Information regarding the Company’s change of accountants from PricewaterhouseCoopers LLP to
Beard Miller Company LLP required by Item 304 of Regulation S-K pursuant to Rule 14a-3 will appear
under “Relationship With Independent Accountants™ in the Proxy Statement, which we intend to file with
the SEC within 120 days after the end of our fiscal year ended December 31, 2006. Such mformatlon is
incorporated by reference into this Form 10 K Report.

There were no disagreements or other reportable events of the type for which dlsclosure would be
required under Item 304(b) of Regulation S-K.
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PENNICHUCK CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS -

Item 9A. CONTROLS AND PROCEDURES

We carried out an evaluation required by Rule 13a-15(b) of the Securities Exchange Act of 1934 -
under the supervision and with the participation of our management, including the principal executive
officer. and the principal financial officer, of the effectiveness of the design and operation of our
“disclosure controls and procedures” as of the end of the period covered by this Form 10-K Report.

Disclosure controls and procedures are designed .with the objective of ensuring that (i) information
required to be disclosed in the company’s reports filed under the Securities Exchange Act of 1934 is
recorded, processed, summarized and reported within. the time periods specified in the SEC’s rules and
forms and (it) information is accumulated and communicated to management, including the principal
executive officer and the principal financial officer, as appropriate to allow timely decisions regarding
required disclosures.

Based on their evaluation, the principal executive officer and the principal financial officer have
concluded that our disclosure controls and procedures as of the end of the period covered by this Form
10-K Report are effective to provide reasonable assurance that information relating to the Company
* (including our consolidated subsidiaries) required to be included in our reports filed or submitted under
the Securities Exchange Act of 1934 is recorded, processed, summarized and reported within the time
periods specified in applicable SEC rules and forms. Our management’s assessment of the effectiveness
of our internal control over financial reporting as of December 31, 2006 has been audited by Beard Miller
Company LLP, an independent registered public accounting firm, as stated in their report which is
included herein.

There were no changes in our internal control over financial reporting that occurred during the most
recent fiscal quarter that have materially affected, or are reasonably likely to materially affect, our internal
control over financial reporting.

Item 9B. OTHER INFORMATION

None.
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PART 111
Item 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE
Directors and Executive Officers

Information regarding our directors and executive officers required by this Item will appear under
“Election of Directors” and “Corporate Governance, Board and Committee Membership” in our definitive
Proxy Statement for our annual meeting of shareholders (the “Proxy Statement”) to be held May 3, 2007,
which we intend to file with the SEC within 120 days after the end of our fiscal year ended December 31,
2006. Such information is incorporated by reference into this Form 10-K Report.

Compliance with Section 16(a) of the Exchange Act -

Information about compliance with Section 16(a) of the Exchange Act required by this Item will.
appear under “Section 16(a} Beneficial Ownership Reporting Compliance” in the Proxy Statement, which
we intend to file with the SEC within 120 days after the end of our fiscal year ended December 31, 2006.
Such information is incorporated by reference into-this Form 10-K.Report.

Code of Ethics

Information regarding our code of ethics (the Company’s Code of Ethics for Financial
Professionals) required by this Item will appear under “Executive Compensation—Code of Ethics for
Financial Professionals” in the Proxy Statement, which we intend to file with the SEC within 120 days
after the end of our fiscal year ended December 31, 2006. Such information is mcorporated by reference

. into this Form 10-K Report. We intend to satisfy the SEC disclosure requirement regarding amendments
to, or waivers from, certain provisions of the Code of Ethics for Financial Professionals by postmg such
mformanon on our website at www. penmchuck com.

Iltem 11. EXECUTIVE COMPENSATION

Information about compensation of our named executive officers and related matters required by
this Item will appear under “Executive Compensation”, “Corporate Governance, Board and Committee
Membership” and “Report of the Compensation and Benefits Committee” in the Proxy Statement, which
we intend to file with the SEC within 120 days after the end of our fiscal year ended December 31, 2006.
Such information is incorporated by reference into this Form 10-K Report.
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Item 12, SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

Information about security ownership of certain beneficial owners and management required by this
Item will appear under “General Disclosures — Security Ownership of Certain Beneficial Owners” and
“General Disclosures — Security Ownership of Management” in the Proxy Statement, which we intend to
file with the SEC within 120 days afier the end of our fiscal year ended December 31, 2006. Such
information is incorporated by reference into this report. Information regarding securities authorized for
issuance under equity compensation plans required by this Item will appear under “Executive
Compensation—Equity Compensation Plans” in the Proxy Statement, which we intend to file with the
SEC within 120 days after the end of our fiscal year ended December 31, 2005. Such information is
incorporated by reference into this Form 10-K Report.

Item 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

Information about certain relationships and related transactions required by this Item will appear
under “Executive Compensation—Certain Relationships and Related Transactions” in the Proxy
Statement, which we intend to file with the SEC within 120 days after the end of our fiscal year ended
December 31, 2006. Such information is incorporated by reference into this Form 10-K Report.

Item 14. PRINCIPAL ACCOUNTING- FEES AND SERVICES

[nformation about principal accountant fees and services required by this Item will appear under
“Relationship with Independent Accountants—Fees Paid to Independent Accountants™ in the Proxy
Statement, which we intend to file with the SEC within 120 days after the end of our fiscal year ended
December 31, 2006. Such information is incorporated by reference into this Form 10-K Report.
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PART IV
Item 1S. EXHIBITS, FINANCIAL STATEMENT SCHEDULES
(a) The following documents are filed as-part of this Form 10-K Report:

(1) The following Consolidated Financial Statements of Pennichuck Corporation and
subsidiaries for the year ended December 31, 2006 are included in Part 11, Item 8 hereof:

' Report of Independent Registered Public Accounting Firm

Consolidated Balance Sheets as of
December 31, 2006 and 2003

Consolidated Statements of Income for each of
the years ended December 31, 2006, 2005 and 2004

Consolidated Statements of Shareholders’
Equity for each of the years ended December 31,
2006, 2005 and 2004

Consolidated Statement of Comprehensive income for
each of the years ended December 31, 2006, 2005 and 2004

Consolidated Statements of Cash Flows for each
of the years ended December 31, 2006, 2005 and 2004

Notes to Consolidated Financial Statements

(2) The following Financial Statement Schedules of Pennichuck Corporation for each of
the years 2006, 2005 and 2004 are included in this Form 10-K Report:

[-Condensed Financial Inforimation of Registrant
[I-Valuation and Qualifying Accounts

All other schedules are omitted because they are not applicable or the required information is shown
in the Consolidated Financial Statements or notes thereto.
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(3) Exhibit Index:

The following is a list of exhibits which are either filed or incorporated by reference as part of this
annual report on Form 10-K. :

Exhibit
Number Description of Exhibit

3.1 Restated Articles of Incorporation of Pennichuck Corporation (filed as Exhibit 3.1 to the
Company’s 1990 Form 10-K Report and incorporated herein by reference).

3.2 Articles of Amendment to the Articles of Incorporation of Pennichuck Corporation (filed as
Exhibit 3.2 to the Company’s 1994 Form 10-KSB Report and incorporated herein by
reference). '

3.3 Bylaws of Pennichuck Corporation (filed as Exhibit 99.1 1o the Company’s 8-K, filed on
March 28, 2006 and incorporated herein by reference).

34  Articles of Amendment to the Articles of Incorporation of Pennichuck Corporation (filed a$
Exhibit 3.4 to the Company’s 1999 second quarter Form 10-QSB Report and incorporated
herein by reference).

35  Articles of Amendment to the Articles of Incorporation of Pennichuck Corporation (fited as
Exhibit 3.5 to the Company’s 2000 second quarter Form 10-QSB Report and incorporated
herein by reference).

3.6 Amended and Restated Certificate of Designation of Series A Junior Participating Preferred
Stock of Pennichuck Corporation (filed as Exhibit 99.2 to the Company’s Form 8-K, filed
on March 28, 2006 and incorporated herein by reference).

4.1 Rights Agreement dated as of April 20, 2000 between Pennichuck Corporation and Fleet
National Bank, as Rights Agent (Exhibit 3.2 to the Company’s Registration Statement on
Form B-A12G, filed on April 21, 2000 and incorporated herein by reference). '

42 Amendment to Rights Agreement dated October 10, 2001, by and between Pennichuck
Corporation and Fleet National Bank (incorporated by reference to Exhibit 4.1 to the
Company’s Registration Statement on Form 8-A12G/A filed with the Securities and
Exchange Commission on April 30, 2002).

4.3 Second Amendment to Rights Agreement dated January 14, 2002, by and between
Pennichuck Corporation and EquiServe Trust Company, N.A. (incorporated by reference to
Exhibit 4.2 to the Company’s Registration Statement on Form 8-A12G/A filed with the
Securities and Exchange Commission on April 30, 2002).
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4.4

4.5

46

4.7

10.1

10.2

10.3

10.4

10.5

10.6

10.7

Agreement of Substitution and Amendment of Common Shares' Rights Agreement dated
January 15, 2002, by and between Pennichuck Corporation and American Stock Transfer &
Trust Company (incorporated by reference to*Exhibit 4.3 to the Company’s Registration -
Statement on Form 8-A12G/A filed with the Securities and Exchange Commission on April
30, 2002). ' : . :

Amendment to Rights Agreement dated Aprii 29, 2002, by and between Pennichuck
Corporation and American Stock Transfer & Trust Company (incorporated by reference to
Exhibit 99.2 to the Company’s Current Report on Form 8-K filed.with the Securities and
Exchange Commission on April 29, 2002).

Dividend Reinvestment and Common Stock Purchase Plan, as amended (Filed as Exhibit

4.6 to Post-effective Amendment No. 3 to Registration Statement on Form S-3 filed on
November 3, 2004, and incorporated herein by reference).

Amendment to Rights Agreement, effective as of August 15, 2006, by and between
Pennichuck Corporation and American Stock Transfer & Trust Company (incorporated by
reference to Exhibit 4.1 to the Company's Registration Statement on Form 8-A12G/A filed
with'the Securities and Exchange Commission on September 25, 2006).

Deferred Compensation Pro;gram for Directors of Pennichuck Corporation (filed as Exhibit
10.2 to the Company’s 1997 Form 10-KSB Report and incorporated herein by reference).*

Loan Agreement dated March 22, 2005 between Pennichuck Corporation and Fleet National
Bank, a Bank of America Company (filed as Exhibit 10.1 to the Company’s Form 8-K filed

on March 28, 2005 and incorporated herein by reference).

Revolving Credit Promissory Note of Pennichuck Corporation to Fleet National Bank, a
Bank of America Company, dated March 22, 2005 (filed as Exhibit 10.2 to the Company’s
Form 8-K filed on March 28, 2005 and incorporated herein by reference).

Guaranty Agreement by Pennichuck Water Works, Inc. and Fleet National Bank, a Bank of
America Company, dated March 22, 2005 (filed as Exhibit 10.3 to the Company’s Form 8-
K filed on March 28, 2005 and incorporated herein by reference).

Subordination Agreement by Pennichuck Water Works; Inc. and Fleet National Bank, a
Bank of America Company, and joined by Pennichuck Corporation, dated March 22, 2005
(filed as Exhibit 104 to the Company’s Form 8-K filed on March 28, 20035 and

incorporated herein by reference).

Insurance Funded Deferred Compensation Agreement dated June 13, 1994 (filed as Exhibit
10.9 to the Company’s 1994 second quarter Form 10-QSB Report and incorporated herein

by reference).*

1995 Stock Option Plan (filed as Exhibit 4.1 to the Company’s Post-Effective Amendment
No. | to Registration Statement on Form S-8, filed September 17, 2001, No. 333-57352,
and incorporated herein by reference).* ‘ .
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10.8
10.9
10.10

10.11

10.12

10.13
10.14

10.15
10.16
10.17

10.18

10.19

Loan Agreement dated April 8, 1998, between Pennichuck Corporation, Pennichuck East
Utility, Inc. and Fleet Bank-NH (filed as Exhibit 10.11 to the Company’s 1998 second
quarter Form 10-QSB report and incorporated herein by reference),

2000 Stock Option Plan (Exhibit 4.1 to the Company’s Post-Effective Amendment No. 1 to
Registration Statement on Form S-8, No. 333-57354, filed on September 17, 2001, and
incorporated herein by reference).*

Employment Agreement, dated as of October 24, 2006 by and between Duane C.
Montopoli and Pennichuck Corporation. (filed as Exhibit 10.1 to the Company’s third
quarter 2006 Form 10-Q and incorporated herein by reference).*

Amendment Agreement dated March 29, 2004 to Loan Agreement dated April 8, 1998, as
amended, between Pennichuck Corporation and Pennichuck East Utility, Inc., as borrowers,
The Southwood Corporation and Pennichuck Water Service Corporation as guarantors, and
Fleet National Bank (filed as Exhibit 10.18 to the Company’s 2004 first quarter Form 10-Q
and incorporated herein by reference).

Indenture of Lease dated as of April 23, 2004 by and between Pennichuck Water Works,
Inc., as lessee and HECOP 1ll, LLC, as lessor (filed as Exhibit 10.19 to the Company’s
second quarter Form 10-Q and incorporated herein by reference),

Employment Agreement between William D. Patterson and Pennichuck Corporation dated
January 31, 2005 (filed as Exhibit 10.14 to the Company’s 2004 Form 10-K Report and
incorporated herein by reference). *

Guaranty Agreement between Pennichuck Corporation and Banknorth National Association
(filed as Exhibit 10.15 to the Company’s 2004 Form 10-K Report and incorporated herein
by reference).

Amended and Restated Summary of Non-Employee Director Compensation (filed as
Exhibit 10.16 to the Company’s 2005 Form 10-K and incorporated herein by reference).*

Form of Stock Option granted under the 1995 Stock Option Plan (filed as Exhibit 10.18 to
the Company’s 2004 Form 10-K Report and incorporated herein by reference).*

Form of Stock Option granted under the 2000 Stock Option Plan (filed as Exhibit 10.19 to
the Company’s 2004 Form 10-K Report and incorporated herein by reference).* '

Employment Agreement by and between Michael C.J. Fallon and Pennichuck Corporation,
dated as of January 31, 2005 (incorporated by reference to Exhibit 10.1 to the Company’s
Current Report on Form 8-K filed with the Securities and Exchange Commission on April
6, 2005).*

Amendment Agreement by and among Pennichuck Corporation, Pennichuck East Utility,
Inc., and Fleet National Bank, dated as of April 8, 2005 (incorporated by reference to
Exhibit 10.1 to the Company’s Current Report on Form 8-K filed with the Securities and
Exchange Commission on April 14, 2005).
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10.20

10.21
10.22

10.23

10.24

10.25

10.26

10.27

10.28
10.29
10.30

10.31

Master Loan and Trust Agreement by and among the Business Finance Authority of the
State of New Hampshire, Pennichuck Water Works, Inc. and the Bank of New York Trust
Company, N.A., as trustee, dated as of October 1, 2005 (incorporated by reference to
Exhibit 10.1 to the Company’s .Current Report on Form 8-K filed with the Securities and
Exchange Commission on October 25, 2005). ~

Employment Agreement, dated as of October 3, 2006, by and between Donald L. Ware
and Pennichuck Corporation (filed as Exhibit 10.2 to the Company’s third quarter 2006
Form 10-Q and incorporated herein by reference).*

Employee Retention Agreement, dated as of October 3, 2006, by and between Pennichuck
Corporation and Donald L. Ware (filed as Exhibit 10.3 to the Company’s third quarter
2006 Form 10-Q and incorporated herein by reference).*

First Amendment to Employment Agreement, dated as of August 18, 2006, amending the
Employment Agreement, dated as of January 31, 2005, by and between Pennichuck
Corporation and Michael C.J. Fallon (filed as Exhibit 10.4 to the Company’s third quarter
2006 Form 10-Q and incorporated herein by reference). * :

First Amendment to Employment Agreement, dated as of August 18, 2006, amending the
Employment Agreement, dated January 31, 2005, by and between Pennichuck Corporation
and William D. Patterson (filed as Exhibit 10.5 to the Company’s third quarter 2006 Form
10-Q and incorporated herein by reference).*

Employee Retention Agreement, dated as of August 18, 2006, by and between Pennichuck
Corporation and William D. Patterson (filed as Exhibit 10.6 to the Company s third quarter
2006 Form ]0 Q and incorporated herein by reference).*

Amendment Agreement, dated as of August 31, 2006 by and among Pennichuck
Corporation, Pennichuck Water Works, Inc. and Bank of America, N.A. (successor by
merger to Fleet National Bank) (filed as Exhibit 10.7 to the Company’s third quarter 2006
Form 10-Q and incorporated herein by reference).

Amendment Agreement, dated as of August 31, 2006, by and among Pennichuck
Corporation, Pennichuck East Utility, Inc. and Bank of America, N.A. (successor by
merger to Fleet National Bank) (filed as Exhibit 10.8 to the Company’s third quarter 2006
Form 10-Q and incorporated herein by reference). '

Change of Control Agreement, dated as of October 25, 2006, by and between Pennichuck

Corporation and Bonalyn J. Hartley. t*

First Amendment to Change of Control Agreement, dated as of February 1, 2007, by and

. between Pennichuck Corporation and Bonalyn J. Hartley. {*

Change of Control Agreement, dated as of October 25, 2006, by and between Pennichuck '

Corporation and Stephen J. Densberger. 1#*

First Amendment to Change of Control Agreement, dated as of February 1, 2007, by and
between Pennichuck Corporation and Stephen J. Densberger. T*
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10.32
14
21

23.1
23.2

31

312

32.1

322

Amendment to Employee Retention Agreement, dated as of December 18, 2006, by and
between Pennichuck Corporation and Donald L. Ware. 1*

Code -of Ethics for Financial Professionals (Filed as Exhibit 14 to the Company’s 2003
Form 10-K Report and incorporated herein by reference). '

Subsidiaries of Pennichuck Corporation (Filed as Exhibit 21 to the Company’s 1997 Form
10-KSB Report and incorporated herein by reference).

Consent of Beard Miller Company LLP.t
Consent of PricewaterhouseCoopers LLP.}

Rule 13a-14(a) Certification of Chief Executive Officer of the Company in accordance
with Section 302 of the Sarbanes-Oxley Act of 2002.F

Rule. 13a-14(a) Certification of Chief Financial Officer of the Company in accordance with
Section 302 of the Sarbanes-Oxley Act of 2002.1

Section 1350 Certification of Chief Executive Officer of the Company in accordance with
Section 906 of the Sarbanes-Oxley Act of 2002.1**

Section 1350 Certification of Chief Financial Officer of the Company in accordance with

Section 906 of the Sarbanes-Oxley Act of 2002.**

*k

Management contract or compensatory plan or arrangement.
Filed herewith. ’

Certification is not deemed “filed” for purposes of Section 18 of the Exchange Act or otherwise
subject to the liability of that section. Such certification is not deemed to be incorporated by
reference imto any filing under the Securities Act or the Exchange Act except to the exten! that the
registrant specifically incorporates it by reference.
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SCHEDULE I—CONDENSED FINANCIAL INFORMATION OF REGISTRANT

Pennichuck Corporation (Parent Company Only)

Condensed Balance Sheets

ASSETS

Current Assets:
Cash and cash equivalents
Short-term investments
Prepaid expenses and other current assets

Total Current Assets

Other assets
Deferred tax asset
Investment in subsidiaries

Total Assets
LIABILITIES AND SHAREHOLDERS’ EQUITY

Accounts payable and other current liabilities
Shareholders’ equity

Total Liabilities and Shareholders’ Equity

—

The accompanying notes are an integral part of these financial statements.

December 31,

2006 2005
($000’s)
2,310 § 3,888
i 8,000
29 37
2,340 11,925
44 45
931 93]
42,088 33,366
45403 § 46,267
853 $ 631
44,550 45,636
45403 $ 46,267




SCHEDULE [I—CONDENSED FINANCIAL INFORMATION OF REGISTRANT (continued)

Pennichuck Corporation (Parent Company Only)
Condensed Statements of Income

Years Ended December 31,
2006 2005 2004

: _ - (5000°s)
Operating revenues $ 67 § 57 8 55
Operating expenses 2,629 2,549 1,392
Operating Loss ' (2,562) (2,492) (1,337)
Interest & other income ' 400 50 3
Interest Expense _ (230) — (52)
Loss Before Income Taxes and Equity in Earnings of Subsidiaries (2,392) (2,442 (1,386)
Income Tax Benefit ' 932 961 549
Loss Before Equity in Earnings of Subsidiaries (1,460) {1,481 (837)
Equity in Earnings of Subsidiaries 2,030 1,958 2,657

NET INCOME ‘ $ 570-% 477 § 1,820

Pennichuck Corporation (Parent Company Only)
Condensed Statements of Cash Flows

Year Ended December 31,

2006 2005 2004
($000°s)
OPERATING ACTIVITIES 5 (1,518)  $(2,310) § 23
INVESTING ACTIVITIES:
Equity Transfer from (to) Subsidiaries - 2,776 2,432 2,064
Net decrease in Property and Equipment and Other Assets — — 647

Total Investing Activities 2,776 $ 2,432 2,711

FINANCING ACTIVITIES:

Proceeds from issuance of debt . — (5,300) 1,800
Advances (to) from Subsidiaries (352) (6,780) (2,171)
Payment of Dividends (2,776) (2,432) (2,064)
Proceeds from Common Equity Offering — 17,397 —
Proceeds from Dividend Reinvestment and Other, net 292 164 41
Total Financing Activities . ‘ (2,836) 3,049 (2,394)
(DECREASE) INCREASE IN CASH (1,578) 3,171 340
Cash and cash equivalents at Beginning of Year 3.888 717 377
CASH AND CASH EQUIVALENTS AT END OF YEAR - 5 2310 5 3888 § - 717

The accompanying notes arg an integral part of these financial statements.
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SCHEDULE 1-—CONDENSED FINANCIAL INFORMATION OF REGISTRANT (continued)

Pennichuck Corporation (Parent Company Only)
Notes to Condensed Financial Statements

NOTE A—ACCOUNTING POLICIES

Basis of Presentation. In the parent-company-only financial statements, the Company’s investment
in its subsidiaries is stated at cost plus equity in undistributed earnings of its subsidiaries. Parent-
company-only financial statements should be read in conjunction with the Company’s Annual Report to
Shareholders for the year ended December 31, 2006.

NOTE B—COMMON DIVIDENDS FROM SUBSIDIARIES

Common stock cash dividends paid to Pennichuck Corporation by its subsidiaries were as follows:

2006 2005 2004

_ (5000°s)
Pennichuck Water Works, Inc. $ 1390 § — § —
Pennichuck Water Service Corporation 694 — —
The Southwood Corporation ' 692 2,432 2,064

TOTAL ) $ 2,776 % 2432 § 2,064
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SCHEDULE II—VALUATION AND QUALIFYING ACCOUNTS

) Balance
Balance at Charged to at End
Beginning Costs and of
of Period Expenses Deductions”’ Period
(3000°s)
Allowance for doubtful accounts
2006 : _ _ $ 37 % 103 § 45 'S 95
2005 : 3 37 §$ 11§ 1T 3 37
2004 ’ $ 37§ 6 $ 6 $ 37
{1) Amounts include accounts receivable write-offs net of recoveries,
Valuation allowance for deferred tax asset (2)
2006 $ — 3 — $. — 3 —
2005 $ 300 $ — % 300 § —
2004 $ 300 $ — 3 — $ 300

(2) See Note 2 in the Notes to the accompanying Consolidated Financial Statements.
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- SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized on: ~

PENNICHUCK CORPORATION

By: /s/ Duane C. Montopoli

Duane C. Montopoli,
President and Chief Executive
Officer

DATE: March 16, 2007

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signéd
below by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature '  Title Date
/S DUANE C. MONTOPOLI] President, Chief Executive Officer ‘March 16, 2007
Duane C. Montopoli and Director (Principal Executwe
Officer)
IS/ WILLIAM D. PATTERSON Senior Vice President and Chief March 16, 2007
William D. Patterson Financial Officer (Principal
Finangcial Officer)
/S/ LARRY D. GOODHUE Controller (Principal Accounting March 16, 2007
Larry D. Goodhue Officer) '

/S/  JOSEPH A. BELLAVANCE Director : March 16, 2007
Joseph A. Bellavance '

/S/ STEVEN F. BOLANDER Director March 16, 2007
Steven F. Bolander

/S/ MICHELLE L. CHICOINE Director March 16, 2007
Michelle L. Chicoine

/S/ ROBERT P. KELLER ' Director March 16, 2007
Robhert P. Keller

/S/ JOHN R. KREICK Director March 16, 2007
John R. Kreick
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/S HANNAH M. MCCARTHY

Hannah M. McCarthy Director

S/ JAMES M. MURPHY
James M. Murphy Director
/S/ MARTHA E. O'NEILL " Director

" Martha E. O’Neill
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March 16, 2007
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Exhibit 23.1

/

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We hereby consent to the incorporation by reference in the Registration Statementé.on Form S5-3
(No. 383-127972 and No. 033-98188) and Forms S-8 (No. 333-57352 and No. 333-57354) of Pennichuck
Corporation of our reports dated March 16, 2007 relating to the consolidated financial statements and
schedules, and the effectiveness of Pennichuck Corporation’s internal controls over financial reporting,
which appear in this Form 10-K.

/S/ BEARD MILLER COMPANY LLP

Beard Miller Company LLP
Reading, Pennsylvania
March 16, 2007
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Exhibit 23.2
CONSENT OF INDEPENDENT REGiSTERED PUBLIC ACCOUNTING FIRM

We hereby consent to the incorporation by reference in the Registration Statements on Form S-3
{No. 333-127972 and No. 033-98188) and Forms S-8 (No. 333-57352 and No. 333-57354) of
Pennichuck Corporation of our report dated March 31, 2006 relating to the financial statements
and financial statement schedules, which appears in the Annual Report on Form 10-K of
Pennichuck Corporation for the year ended December 31, 2005. :

/S/ PRICEWATERHOUSECOOPERS LLP
Boston, MA
March 16, 2007
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Exhibit 31.1

SECTION 302 CERTIFICATION OF THE PRESIDENT
AND PRINCIPAL EXECUTIVE OFFICER

[, Duane C. Montopoli, certify that:

1.

2.

I have reviewed this annual report on Form 10-K of Pennichuck Corporation;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit

to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;
Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e} and 15d-15(e)} and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-135(1))
for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure
controls and procedures to be designed under our supervision, to ensure that material
information relating to the registrant, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which
this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal
control over financial reporting to be designed under our supervision, to provide
reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant's disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure
controls and procedures, as of the end of the period covered by this report based on
such evaluation; and

(d) Disclosed in this report any change in the registrant's internal control over financial
reporting that occurred during the registrant's most recent fiscal quarter (the
registrant's fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect the registrant's internal control
over financial reporting; and
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5. The-registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of
registrant’s Board of Directors (or persons performing the equivalent functions):

(a) all significant deficiencies and material weaknesses in the design or operation of
internal control over financial reporting which are reasonably likely to adversely
affect the registrant’s ability to record, process, summarize and report financial
information; and

(b) any fraud, whether or not material, that involves management or other employees
who have a significant role in the registrant’s internal control over financial
reporting. .

Date: March 16, 2007 /S/ DUANE C. MONTOPOLI
Duane C. Montopoli, President and
Principal Executive Officer
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Exhibit 31.2

SECTION 302 CERTIFICATION OF THE VICE PRESIDENT,
TREASURER AND PRINCIPAL FINANCIAL OFFICER

I, William D. Patterson, certify that:
I. Ihave reviewed this annual report on Form 10-K of Pennichuck Corporation,

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit
to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report,

4. The registrant's other certifying officer(s) and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure
controls and procedures to be designed under our supervision, to ensure that material
information relating to the registrant, including its consolidated subsidiaries, 1s made
known to us by others within those entities, particularly during the period in which
this report is being prepared;

(b) Designed such internal controt over financial reporting, or caused such internal
control over financial reporting to be designed under our supervision, to provide
reasonable assurance regarding the reliability of financial reporting and the

- preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

(¢c) Evaluated the effectiveness of the registrant's disclosure controls and procedures and
presented in this report our conclusjons about the effectiveness of the disclosure
controls and procedures, as of the end of the period covered by this report based on
such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial
reporting that occurred during the registrant’'s most recent fiscal quarter (the
registrant's fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant's internal control
over finangial reporting; and
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5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of
registrant’s Board of Directors (or persons performing the equivalent functions):

(a) all significant deficiencies and material weaknesses in the design or operation of
internal control over financial reporting which are reasonably likely to adversely -
affect the registrant’s ability to record, process, summarize and report financial
information; and

(b) any fraud, whether or not material, that involves management or other employees
who have a significant role in the registrant’s internal control over financial

reporting.

Date: March 16, 2007 /S/ WILLIAM D. PATTERSON .
William D. Patterson, Senior Vice President and Principal
Financial Officer '
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Exhibit 32.1

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350, -
AS ADOPTED PURSUANT TO SECTION 906 OF
" THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report on Form 10-K for the year ended December 31, 2006 of
Pennichuck Corporation (the “Company”) as filed with the Securities and Exchange Commission on the
date hereof (the “Report™), 1, Duane C. Montopoli, Chief Executive Officer of the Company, hereby '
certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley
Act of 2002, that:

(1) The Report fully complies with -the requirements of section 13(a) or 15(d) of the
Securities Exchange Act of 1934;and .

(2) The information contained in the Report fairly presents, in all material respects, the .
financial condition and results of operations of thg Company. S

The foregoing certification shall not be deemed to be filed for purposes of Section 18 of the
Securities Exchange Act of 1934 or otherwise subject to liability under that section. This certification
shall not be deemed to be incorporated by reference into any filing under the Securities Act of 1933 or the
Exchange: Act except to the extent this Exhibit 32.1 is expressly and specifically incorporated -by
reference in any such filing. . .

Date: March 16, 2007 T /S/  DUANE C. MONTOPOL.
Name: Duane C. Montopoli
Title: President and Chief Executive Officer

A signed original of this written statement required by 18 U.S.C. Section 1350 has been provided to
the Company and will be retained by the Company and furnished to the Securities and Exchange
Commlssmn or its staff upon request. ‘
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Exhibit 32.2

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906 OF
THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report on Form 10-K for the year ended December 31, 2006 of
Pennichuck Corporation (the “Company”) as filed with the Securities and Exchange Commission on the
date hereof (the “Report”), 1, William D. Patterson, Chief Financial Officer of the Company, hereby
certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley
Act of 2002, that:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the
Securities Exchange Act of 1934; and .

(2) The information contained in the Report fairly presents, in all material respects, the
financial condition and results of operations of the Company.

The foregoing certification shall not be deemed to be filed for purposes of Section 18 of the
Securities Exchange Act of 1934 or otherwise subject to liability under that section. This certification
shall not be deemed to be incorporated by reference into any filing under the Securities Act of 1933 or the
Exchange Act except to the extent this Exhibit 32.2 is expressly and specifically incorporated by
reference in any such filing.

Dated: March 16, 2007 S/ WILLIAM D. PATTERSON
Name: William D. Patterson
Title: Senior Vice President

and Chief Financial Officer

A signed original of this written statement required by 18 U.S.C. Section 1350 has been provided to
the Company and will be retained by the Company and furnished to the Securities and Exchange
Commission or its staff upon request.
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